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W.W. GRAINGER, INC., AND SUBSIDIARIES

Financial Highlights

(In thousands of dollars, except for per

% Change

share amounts) 2002 2001 % Change 2000
Income Statement
Net sales $4,643,898 $4,754,317 (2.3)% $4,977,044 (4.5)%
Gross profit 1,598,212 1,589,287 0.6 % 1,585,337 0.2%
As a percent of net sales 34.4% 33.4% 31.9%
Operating earnings $ 393,155 $ 338,573 16.1 % $ 335,120 1.0%
As a percent of net sales 8.5% 7.1% 6.7%
Earnings before income taxes and
cumulative effect of accounting change 397,837 297,280 338 % 331,595 (10.3)%
As a percent of net sales 8.6% 6.3% 6.7%
Earnings before cumulative effect
of accounting change 235,488 174,530 34.9% 192,903 (9.5)%
As a percent of net sales 5.1% 3.7% 3.9%
Cumulative effect of accounting change (23,921) — —
Net earnings $ 211,567 $ 174,530 21.2 % $ 192,903 (9.5)%
As a percent of net sales 4.6% 3.7% 3.9%
Per Share
Earnings before cumulative effect of
accounting change - diluted $ 2.50 $ 1.84 359 % $ 2.05 (10.2)%
Earnings - diluted 2.24 1.84 21.7 % 2.05 (10.2Y%
~ Cash dividends paid 0.715 0.695 2.9 % 0.670 3.7 %
Average number of shares
outstanding — diluted 94,303,497 94,727,868 (0.4)% 94,223,815 0.5 %
Balance Sheet & Cash Flow
Working capital $ 898,681 $ 838,800 7.1 % $ 735,678 14.0 %
Cash flow from operations 303,470 509,181 (40.4)% 278,395 82.9 %
Additions to property,
buildings, and equipment 133,978 100,451 334 % 65,507 53.3%
Financial Ratios & Other Data
Return on average shareholders’ equity 12.9% 11.1% 12.8%
Return on average total capitalization 13.6% 10.2% 11.2%
Return on invested capital (ROIC) 22.3% 20.6% 17.1%
Number of branches 576 579 572
Number of employees 15,236 15,385 16,192




W.W. GRAINGER, INC,, AND SUBSIDIARIES

To Our Shareholders

In a year marked by a crisis in corporate credibility,

Grainger received recognition for the quality of our
earnings, the transparency of our disclosure and
our total return to shareholders.

rainger has been a leader in the facilities

maintenance marketplace for the past

75 years. And we continue to demonstrate
the focus, scale, innovation and operational discipline
necessary to extend our lead by remaining a trusted
resource for businesses and institutions throughout
North America. Grainger's employees dedicate
themselves to serving our customers every day,
and in turn, creating value for you.

While weak economic conditions and fower volumes
contributed to a sales decline of 2 percent for the year,
we improved our service levels, controlled our costs
and increased our margins. As a result, net earnings
rose 21 percent to $211.6 million. Diluted earnings
per share were $2.24 compared to $1.84 in 2001.
With our strong free cash flow, we bought back

2.2 million shares of stock. We also raised our dividend,
continuing a 31-year tradition. In total, we returned
more than $160 million to shareholders in dividends ‘
and share repurchases in 2002. Our attractive return \
on invested capital and track record for meeting earnings W
expectations were factors in Grainger's stock outperforming \
the S&P and the Dow both last year and the year before.
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W.W. GRAINGER, INC., AND SUBSIDIARIES

Our success starts with our ability to address customers’
needs. Again and again, customers have told us that
they are looking for a supplier that saves them time

capabilities. We expect sales to grow to between
$450 million and $550 million in 2003 as more
customers take advantage of the time and cost saving
features available online.

and money. Grainger’s unique,

multichannel service model helps Salles

customers meet those needs.

To strengthen our service capabilities,
we made a number of strategic
decisions in 2002.

In February, we created a joint venture
in Canada to reduce our presence in the
aftermarket for automotive parts. This
decision should help our Canadian

$ in billions

Throughout the year, we continued

to roll out our state-of-the-art logistics
network. In Chicago, we combined two
operations into a single distribution
center that opened in December. The
Chicago facility also functions as our
national distribution center, the only
facility in our network to stock virtually
all of the products offered in our catalog.

|

|
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business, Acklands-Grainger Inc.,
better serve our core customers in
Canada. In 2003, we also plan to

98 99 00 01 02
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In the first quarter of 2003, we plan
to open our distribution center
in Jacksonville, Fla., and we will

improve Acklands’ performance by
continuing to diversify our customer base.

First quarter 2002 also marked the beginning of the
first profitable year for our operations

complete five more facilities across
the United States over the next 12 months. All told,
we will have nine distribution centers helping us
improve productivity while bolstering service to our
U.S. branch-based network.

in Mexico — the result of structural
changes we made to the business in

r@mﬁag@ o

We were pleased by the ability of

2001, In 2003, we plan to expand
existing branches in Guadalajara
and Mexico City to increase our
presence in the Mexican facilities
maintenance market,

Dollars

Our customers depend on us to have

Lab Safety Supply, Inc., to react

to the economic downturn in 2002,
Lab Safety's customer base is
concentrated in manufacturing, so it
was hit harder than our branch-based
business by declines in that sector of
the economy. By strategically timing

the products they need when and 0 5 95 95 a7

where they need them, so we invested

A 143125 1.82 2.02 2.27 2.44 1.92 2.05 1.84 2.24

catalog media expenses and reducing
overhead costs, Lab Safety successfully

98 93 00 01 02

e 144 174

more than $90 million in additional
inventory in our U.S. branch network

A - As reported
B - Extludes special items andfor

cumlative effect of accounting change

1.86 2.23 2.44

maintained its operating margins.

last year. Having the right inventory
close to customers should result in higher sales as the
economy continues to strengthen.

At $420 million, our sales through grainger.com
represented approximately 11 percent of our

U.S. branch-based sales in 2002. We've found that
customers who buy online tend to increase the overall
amount they buy from Grainger. So to increase the
adoption rate, in July we added online order management

fn 2003, we plan to increase

Lab Safety's marketing efforts to target a wider audience.
We are also continuing to look for opportunities to grow
the business through acquisitions. In February, we
announced that Lab Safety has signed a definitive
agreement to acquire Gempler's, a $32 million direct
marketing company that serves the $3 billion agricultural,
horticultural, grounds maintenance and contractor
markets. We expect the acquisition to close in the
second quarter and to be accretive within a year.




W.W. GRAINGER, INC.,

AND SUBSIDIARIES

“If industrial Americ

a is an engine,

Grainger is its lubricant.”

Source: Sales and Marketing Management magazine, June 2002

One of the highlights of 2002 was the improved
operating performance of Grainger’s Integrated Supply
division. Throughout the year, Integrated Supply
improved profitability and increased sales 18 percent.
In 2003, we expect another year of sales growth as
we implement new indirect materials management
contracts.

Throughout the year we received recognition from

have the largest impact on our ability to grow sales and
improve operating performance:
o Completing the new distribution network
o Finishing the company-wide implementation of our
enterprise resource planning system
o Training our employees to provide even better
customer service
o Concentrating our sales efforts on customers who
value our unique business mode|

customers, suppliers, the media and the
financial community. In March 2002,

et o e Tt Gaptelation

It will take the enthusiasm and

Fortune magazine named Grainger

determinaticn of our 15,000 employees

one of “America’s Most Admired
Companies,” and BusinessWeek
recognized Grainger as one of the top
ten Fortune 500 companies for total
shareholder returns. In August, |
Merrill Lynch ranked Grainger 38th ]
among the majority of Fortune 500 ‘ ‘ E

-
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M

to achieve these initiatives, but | know
I can count on them for their loyalty
and commitment. For the past 75 years,
‘ Grainger’s employees have consistently
raised the bar on performance within
the facilities maintenance industry.
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companies for the quality of our
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In closing, | would like to thank

2163 110112 102 13.6

earnings. Standard & Poor’s also gave
Grainger high marks for the financial
disclosure in our annual report, one of

B 17.2

A - As reported
B - Excludes special items

Fred L. Turner, who is not standing
for re-election to our Board of Directors
in April, for his 19 years of leadership

10.2 123 133

only six companies cited from among

the Fortune 500. We're also one of only nine
U.S. industrial, telecommunication and utility
companies earning a AA+ or higher credit rating
from Standard & Poor’s, a desighation we've held
since 1987.

Looking forward, we have set a long-term sales target
of 7 to 10 percent growth—a goal that looks ambitious
given the challenges of the past two years. To achieve
this goal, we are investing in four initiatives that should

and counsel. Over the years, Fred's
extensive experience has helped Grainger immeasurably
as we've grown our company.

I also would like to thank you for your continued support
and confidence. Grainger will continue to uphold the
highest standards as we work to create additional
shareholder value for you.

R.L. Keyser
March 18, 2003




s%t & ra nge f, we have just one goal: to make it easy

for customers to keep their facilities up and running. To make that
happen, we concentrate on the fundamentals: offering the proximity,
P product breadth, and quick and reliable service customers expect.
Adhering to this philosophy for 75 years has earned Grainger the
respect of the industry and a reputation for excellence.
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Strong fundamentals

enable growth

The fundamental management principles upon which

this company was founded still govern Grainger today.

Conservative financial practices, open and honest

communication and an easily understood operating model

remain the hallmarks of how Grainger does business.

Wesiey M. Clark
Presidentand
Chief Operating Officer

P. Ogden Loux
Senior Vice President, Finance,
and Chief Financial Officer

ne of the elements enabling Grainger to grow

has been our strong financial position. Even in

lean years, Grainger’s low debt and strong cash
flow have provided us with the flexibility we've needed
to invest in building the business.

Grainger has taken a number of steps to ensure that the
financial framework of the company remains secure.
Since 1941, we have helped our employees prepare for
retirement through an employee profit sharing plan that
is directly related to company profitability rather than
through a defined benefit pension plan. In total, over
the past 62 years, Grainger has contributed more than
$745 million to our employees’ Profit Sharing Trust.

In addition, Grainger has long had in place many of the
measures proposed over the past year to increase investor
confidence in corporate governance and reporting.

Nine of the 12 members of Grainger’s Board of Directors
are independent of management. Only independent
members sit on our Compensation, Audit, and Board
Affairs and Nominating Committees. We have made

it a practice to submit our equity incentive plans to
shareholders for approval. We also require employees to
certify their adherence to Grainger's Business Conduct
Guidelines on an annual basis. More recently, Grainger
has complied with the mandate that chief executive
officers and chief financial officers of public companies
certify under oath that their companies’ securities filings
are accurate and complete, and that the certifications
have been reviewed with the companies’ audit committees.

By adhering to the highest level of financial reporting,
we are helping investors and other stakeholders remain
informed of Grainger’s overall financial condition.

FUNDAMENTALS i BISTRIBUTIEN

SERWICE L CORPORATE RESPENSIBILITY




W.W. GRAINGER, INC., AND SUBSIDIARIES

Strong cash flows
enable Grainger
to fund initiatives
that strengthen its
operations, such as

a redesigned logistics
network. With
increased automation
and more than

one million square
feet of additional
capacity, the new
distribution centers
will help Grainger
serve customers
much more efficiently.
The network will be
completed in 2004.

Tt e, N

S

[ S

3.0+

N
o

g
o
+

$ in billions
s 4
1
]
I
o

51 | ]
Or“ﬂ'ﬁiﬂllmir
395 96

93 94 97 98 99 00 01 02
D Cash Flows from Operations [J Dividends Paid and Shares Repurchased

Grainger's strong cash
flows have made it
possible for the company
fo raise dividends for
31 consecutive years
and buy back more
than 37 million shares.
In 2002 alone, Grainger
returned more than
$160 million to
shareholders in dividends
and share repurchases.

FUNDAMENTALS L BISTRIBYTIEN
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W.W. GRAINGER, INC., AND SUBSIDIARIES

Inventory drives our business

Facilities maintenance needs are usually urgent and often

unpredictable. Lead times can be as short as ten minutes.

Given these factors, it's essential that we have the right

products available and that we're able to get them to

customers when and where they are needed.

ustomers turn to Grainger
because of the breadth and
quality of the products we
provide. By calling or visiting one

of our 395 branches in the United
States and Puerto Rico, customers
can select brand-name products from
1,200 suppliers spanning 11 key
product categories in our 4,000-page
catalog or access more than 200,000

solutions online via grainger.com.

Lab Safety Supply, Inc., our direct

Boldly colored signage that matches
the product categories in the
Grainger catalog helps customers
at the new 62,000-sg.-ft. branch
in Atlanta, Ga., find what they
need quickly from among the more
than 35,000 products in stock.

Improving cur distribution capabilities
Grainger’s U.S. logistics network forms

the backbone of our multichannel

service structure, ensuring that
whenever customers place an order
through our branches, service centers
or online, the products they need are
available. Since 2000, Grainger has
invested $150 million to improve the
productivity of our logistics network

through the construction and

renovation of nine new distribution

marketing business, offers 100,000 products through
catalog and online sales, and our operations in Canada and
Mexico extend our coverage throughout North America.
For those customers needing on-site materials management
services, Grainger’s Integrated Supply division can help.
And if customers have trouble locating the parts they
need, Grainger’s Parts division is ready to assist. For
needs beyond that, Grainger has a successful sourcing
division, FindMRO, to quickly locate a solution from a

database of more than five million items.

centers, adding automation and extra capacity. In 2004,
we will have completed the network for a total capital
expenditure of almost $210 million. These facilities will
be responsible for shipping the majority of orders, with
most customers receiving their orders the next day.
The distribution centers will also replenish inventory in
the branches so customers can get the products they

need immediately.

FUNBAMENTALS J DISTRIBUTION

SERVICE CORPORATE @E@&‘J@@G&DW
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Grainger’s Global
Sourcing division began
working with Asian
manufacturers several
years ago to produce
this Dayton® hand truck
in accordance with
Grainger's stringent
quality standards.

The resulting industrial-
quality product now
costs less to procure.
Currently, 94 percent
of Grainger's globally
sourced products are
manufactured in Asia.

Patrick Clark (above),
an Associate at the
Dallas Distribution
Center, uses a radio
frequency device to
pick the products
needed to fill customer
orders. Advanced
technology guides

each order along a
1.5-mile long conveyor
that snakes through
the facility. The system
stops orders at the
appropriate picking
locations, then sorts
them for shipment

to customers,

By producing and mailing
catalogs targeted to
specific customer needs,
Lab Safety, Grainger's
direct marketing
subsidiary, can prospect
for customers cost
effectively while
showcasing the depth
of its product line. In
2002, Lab Safety
produced 10 unique
catalogs and offered
some 100,000 different
products.

FUNDAIENTALS

DISTRIBUTION

]
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W.W. GRAINGER, INC., AND SUBSIDIARIES

now been in operation for more than a year, and through
their experiences we are learning how to efficiently bring
the remaining facilities on line. To meet our productivity
goals, we are emphasizing tighter supplier performance

along with improved processes across our network.

Our Los Angeles and Dallas distribution centers have

start-up process.

GiralinceisiitcdgStatesss
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5% Metal Werling
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6% Power Tools

6% Hand Toals |

7% Ventilaticn

Security

7% Electrical

8% Lighting

14% Safety and

9% Cleaning and
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9% Pumps/Fluid Power
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5% Transportation

8% Retail
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12% Light
Manufacturing

14% Contractor

19% Commercial

19% Heavy

15% Government

Manufacturing

As the leading
broad-line industrial
distributor in

North America,
Grainger carefully
selects its product
mix to offer customers
a wide range of choices
across the major
subcategories of the

facilities maintenance
market. Grainger's
customer base is
diverse as well. This
leaves the company
less exposed than
most of its competitors
during a manufacturing
downturn.

\

We're also analyzing the product mix at each facility so
that we're able to ship more complete orders to customers.
And we're phasing in the branch replenishment function

at the new distribution centers to help smooth the

We opened our third new distribution center in Chicago
in 2002 and stocked it with virtually all of the products
offered in our catalog. This allows us to be prepared for
a customer emergency without allocating valuable shelf
space at each facility to products that sell less frequently.
In the first quarter of 2003, we plan to open our fourth
distribution center in Jacksonville, Fla. The Jacksonville

facility enables us to ship next-day to south Florida.

The recently expanded
showroom at Grainger's
Morton Grove, lli., branch
(right) provides customers
easy access to a wide
range of brand-name
products. In 2002
Grainger operated

395 branches in the
United States and
Puerto Rico, as well

as 176 branches

in Canada and five

in Mexico.

PUNDAMENTALS

DiISTRIBUTION
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W.W. GRAINGER, INC., AND SUBSIDIARIES

The remaining distribution centers are located in
Kansas City, Mo.: Greenville County, S.C.; Southaven,
Miss. (near Memphis, Tenn.); Cleveland, Ohio; and
Washington Township, N.J. (outside New York City).

Increasing product selection at our branches

We're also working to continually improve customers’
experiences in our branches. In 2002, we added more
than $90 million of the fastest-moving inventory to our
U.S. branches and distribution centers. The inventory
infusion was designed to broaden our product offering
at the branch level to further improve service. Based on
our experience, it also should help stimulate greater

sales growth as the economy recovers.

-

Raising visibility throughout our network

Having added additional inventory, the next step is

to ensure that our employees have access to all the
information they need to complete the customer’s order.
To help supply that information, we are continuing the
rollout of our enterprise resource planning system to
our central systems. Once completed, it will help us
manage our day-to-day sales, distribution and materials
management operations, driving improvements in
productivity, service and growth. Systems integration is
a critical element in effectively managing and growing

our business.

FUNDAWENTALS DISTRIBUTION

CORPORATE RESPONSIBILITY
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W.W. GRAINGER, INC., AND SUBSIDIARIES

Service keeps customers
coming back

What is exceptional service? For Grainger customers, it’s having
information at their fingertips and finding the products that solve
their problems. It's placing the order, receiving the products and

understanding the invoice without having to make a follow-up call.
It’s establishing a relationship that saves customers time and

money again and again.

or 76 years, we have understood the U.S. Postal Service scaled down

its supplier base for janitorial products

our customers’ needs and served
from 1,000 suppliers to just two. The

them well. We're ensuring that

exceptional service is something Postal Service selected Grainger as a

key supplier because of our ability

customers experience every time

to provide a broad range of products,

they do business with Grainger.
documented cost savings, dedicated

One of the primary ways that account representatives and supplier

Laura Hornsby, Account Manager,
helps Raul Hernandez, Service

customers benefit from a relationship support. It also values the training we

with Grainger is the overall value that Technician at Osprey Lake provide for improving customer service.

we provide. Our broad inventory, Apartments in Gurnee, 1., As a result, the Postal Service has said
] locate the products that meet _ _

multiple channels, North American his needs. Grainger’s 1,200 U.S. it expects to realize significant savings

presence, and time-saving tools and sales representatives work with in 2003.

customers face-to-face to better
understand their needs and help
customers better manage their guide them toward cost-saving ldentifying new opportunities
solutions in the Grainger catalog,
online or by accessing Grainger’s

information are helping many

procurement processes. for service improvements

repair parts or sourcing services. Implementing service initiatives
Lowering the cost of procurement across all our sales channels gives
We see a great opportunity to gain share through market customers more ways to solve their problems through
consolidation as customers seek ways to lower the cost Grainger. For instance, we developed new, proprietary
of indirect material purchases. For instance, in 2002, click-and-find technology to help our branch service

FUNBAMEHTALS BISTRIBYTICN SERVICE GCORPORATE RESPONSIBIMTY
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James Dewberry, The Hampton Roads
(above, fleft) Customer area is also home to
Sales Associate at the Norfolk Naval

the on-site branch at  Station, where Grainger
Langley Air Force provides supplies that
Base in Hampton help maintain both
Roads, Va., completes  the fleet and the

an order for the buildings on the
base’s Operations base. Overall, sales

Superintendent (right)  to federal, state and
while Grainger Branch  local government
Manager Mark Caffee customers grew by
(center) helps answer 13 percent in 2002.

questions.

FPUNDAMENTALS

BISTRIBUTICN

SERVICE CORPORATE RESPONSIBILITY
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W.W. GRAINGER, INC., AND SUBSIDIARIES

representatives more quickly navigate to in-stock
product solutions that meet customer needs. This
technology was used in more than 40 percent of

our branch transactions in 2002,

In another example, we infused additional

inventory into our four branches in Phoenix, Ariz.

Customers found more of what they needed, and they -

kept coming back. As a result of this success, we're
expanding inventory into several other major markets in

2003. In Atlanta, Ga., we found that customers valued

the convenience of new checkout stations
and customer cards that assist with account
identification. Both of these successes can be
duplicated elsewhere across the network.

Finally, we added a new, on-site branch at

Debbie Weaver,
Integrated Supply
On-site Manager,
works with Goodrich
Tooling Manager
Harold Dornon

to oversee the
indirect materials
management process
at Goodrich’s landing
gear plant in
Tullahoma, Tenn.
Grainger's Integrated
Supply division
implemented

i

-

”~ w__

automated point-of-
use dispensing
systems at the plant
to help control
inventory, manage
information, and
reduce costs. Since
Integrated Supply
began collaborating
with the Tullahoma
facility in late 2001,
Goodrich has realized
savings in excess of
$600,000 at the
plant.

o
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W.W. GRAINGER, INC., AND SUBSIDIARIES

Langley Air Force Base in Hampton Roads, Va., making
it easier for Air Force personnel to get the products
they need quickly. As a result, sales to the base have
increased dramatically. We plan to add several more

on-site branches in 2003.

We're also continuing to leverage the Internet as a means
of growth. Historically, customers who have begun to
buy from Grainger online have shown subsequent
incremental sales growth of more than 10 percent

4
\ across all channels. In 2002, we implemented new

features such as online order management, which enables
customers to monitor and place limits on the amount
their employees can spend without further approval.

As a result, customers can now more efficiently manage
their procurement processes. Initial data shows that the
average amount spent per order by customers using this
system is almost 70 percent greater than the order size
of customers not using online order management. We
also continually work with larger customers that use fully
integrated e-procurement systems. In 2002, we developed

location-specific lists of pre-approved products so that

Grainger sold more
than 40 million
General Electric light
bulbs in 2002, making
the company the leading
commercial and
industrial distributor

customers can reduce their procurement costs
by streamlining their supplier base. Currently,
Grainger has connected to the e-procurement
systems of more than 150 customers across some

11,000 locations.

of lighting products
in North America for
the sixth straight year.

Sales to the Henry Ford
Health System in
Michigan grew by almost
60 percent in 2002
because of Grainger's
relationship with Premier,
a leading heaithcare
alliance collectively

owned by more than
200 independent, not-
for-profit hospitals and
healthcare systems. By
taking advantage of

this national account
agreement with Grainger,
Premier's 1,500 member

facilities can achieve
significant cost savings.
Overall, sales to Premier
grew by more than

10 percent in 2002,

FUNDAMENTALS

BISTRIBUTICN

SERVICE

CORPORATE RESFONSIBILITY
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W.W. GRAINGER, INC., AND SUBSIDIARIES

Leadership means bhuilding
for the future

Customers want to buy from companies they can count on.

Employees want to work for companies that are involved in
their communities. Shareholders want to invest in companies
that are financially sound. At Grainger we've built that trust
by upholding the highest ethical standards and forging strong

relationships with those we serve.

hroughout our 75-year organizations. One recipient, the

history, Grainger has National Association for the Exchange
contributed to the of Industrial Resources, distributes
communities in which we do our products to schools and other
business and helped them build for organizations. Another, Educational
the future. In 2002, we contributed

more than $10 million in cash and

Assistance, Ltd., offers the inventory

to colleges and universities in

product, including $2.4 million exchange for scholarships for

Christopher Lewis, Junior Network

through our Matching Charitable Engineer (left), and Juan Ruiz, thousands of needy students

Gifts Program. Each calendar Web Application Developer, consult nationwide. In total, Grainger donated
on the design and functionality of a

year, Grainger provides a new Web application. They are the almost $7 million in product in 2002.

three-for-one match for each first employees to participate in

Grainger's G-Star program, a rotational
program initiated in 2002 as part

$2,500 to educational, cultural of Grainger's vocational support the following key areas:
and education efforts.

employee’s contributions of up to Grainger also supports programs in

and community health and

human service organizations, for a Disaster Relief
total contribution of up to $10,000. We are one of the When disaster strikes, Grainger is there with the supplies,
few companies that match at this significant level. people, and expertise that communities need to rebuild

America. In 2002, Grainger donated cash and product
In order to make the best use of any overstocked inventory, to Red Cross chapters across the country, helping

we often donate these products to not-for-profit communities recover from fires, tornadoes, ice storms

FUNRAMENTALS l EISTRIBYTIEN SERVIGE CORPORATE RESPONSIBILITY
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o

e

and hurricanes. We are also a partner of the American
Red Cross of Greater Chicago’s “Ready When the Time

Comes” Program, which trains employvees as volunteers

Ametican
+ Red Cross

e

Vocational Support and Education

Last year, we began a partnership with i.c.stars, a not-for-

profit organization that prepares inner city young adults

to support local disaster relief

efforts. In 2002, Grainger sponsored

2007 Ciartahle Contritens

a CD-ROM and Web site designed

to help other Red Cross chapters 7% Other Cash

Bonations

nationwide launch similar programs 24% Matoring

Charitable Gifts

in their communities. Program

Minority Supplier Development

In 2002 we continued our support
of the National Minority Supplier

Development Council’s Advanced
Management Education Program,
contributing funds for a grant and

a scholarship. The program helps was $10.2 million.

minority business owners build their

©69% Proguct
Donations*

*Represents Fair Market Value of Products

The total value of Grainger's
charitable contributions in 2002

to attain technology positions in
Chicago-area companies. In 2002, we
established a rotational development
program within our information services
department, hiring two graduates of
i.c.stars’ intense technology education

program as the first participants.

In each of the past two years, Grainger
has provided more than a dozen
internships and two scholarships to
exceptional minority students through
our affiliation with INROADS, a
not-for-profit leadership training and

career development organization.

expertise so they can achieve and sustain To date, four INROADS interns have joined the Grainger
accelerated growth. team upon graduation.
FUNBAMENTALS BISTRIBUTIEN SERVICE CORPORATE RESPONSIBILITY
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The Campany

W.W. Grainger, Inc., was incorporated in the State of Illinois in
1928 and regards itself as being in the service business. It is the
leading North American distributor of products used by businesses
and institutions to keep their facilities and equipment running. As
used herein, “Company” or “Grainger” means W.W. Grainger, Inc.,
and/or its subsidiaries as the context may require.

The Company uses a multichannel business model to provide
customers with a range of options for finding and purchasing
products through a network of branches, a field sales force,
direct marketing, and Internet channels. The Company serves
more than 1.5 million customers, both large and small. Orders
can be placed via telephone, fax, Internet, or in person. Products
are available for immediate pick-up or for shipment.

The Company reports its operating results
in three segments: Branch-based Distribution
Businesses, Lab Safety, and Integrated Supply.

The Branch-based Distribution Businesses
primarily serve the needs of North American
businesses for facility maintenance products. Lab
Safety Supply, Inc., serves customers who choose
to purchase safety and other industrial products
through a direct marketing company. Grainger's
Integrated Supply division serves customers
seeking to outsource some or all of their indirect
materials management process. In April 2001,
the Company discontinued its Digital segment.

The Company also has internal business
support functions which provide coordination and guidance in
the areas of Accounting, Administrative Services, Business
Development, Communications, Compensation and Benefits,
Employee Development, Enterprise Systems, Finance, Human
Resources, Investor Relations, Insurance and Risk Management,
Internal Audit, International Operations, Legal, Real Estate and
Construction Services, Security and Safety, Taxes, and Treasury
services. These services are provided in varying degrees to
all business units.

A number of Company-wide capabilities assist business units
in serving their respective markets. These capabilities include
technology and information management, supplier partnerships,
supply chain management skills, and an understanding of the
customers’ facility maintenance environments.

The Company does not engage in basic or substantive
product research and development activities. Items are added
and deleted regularly to the Company’s product lines on the
basis of market information, recommendations of employees,
customers, and suppliers, and other factors. The Company
focuses research and development efforts on methods of
serving customers and the product distribution process.

Branch-based Distribution Businesses

The Branch-based Distribution Businesses provide North
American customers with product solutions to their facility
maintenance needs. Logistics networks are configured for

rapid availability. Grainger offers a broad selection of facility
maintenance products through local branches, catalogs, and via
the Internet. The Branch-based Distribution Businesses consist
of Grainger's Industrial Supply division, Acklands-Grainger Inc.
(Canada), Grainger's FindMRO division, Grainger's Export division,
Grainger’s Global Sourcing division, Grainger’s Parts division,
Grainger, S.A. de C.V. (Mexico), and Grainger Caribe Inc.
(Puerto Rico). Described below are the more significant of
these businesses.

Industrial Supply

The focus of Grainger’s Industrial Supply division is to provide
U.S. businesses and institutions of all sizes the best combination
of product breadth, local availability, speed of delivery, and
simplicity of ordering at a competitive price. Its
primary customers are small and medium-sized
companies, but it also addresses the needs of
large organizations.

Grainger’s Industrial Supply division operates
393 branches located in all 50 states. These
branches are located within 20 minutes of the
majority of U.S. businesses and serve the
immediate needs of their local market. Customers
pick up items directly from the branches.

On average, a branch is 20,000 square feet,
has 12 employees, and handles about 231
transactions per day. During 2002, an average
of 91,000 sales transactions were completed
daily. Industrial Supply’s branches range in size from small
storefront branches to large master branches. Storefront
branches are used to fulfill will-call needs and customer service.
industrial Supply has four master branches, which range in size
from 45,000 square feet to 109,000 square feet, Master
branches handle a high volume of counter/will-cail customers
daily, in addition to shipping for other branches. In 2002,
Industrial Supply opened a 62,000 square foot branch
in Atlanta, Georgia, with a large showroom, which encourages
self-service. In 2002, Industrial Supply invested more than
$4 million in plant and equipment related to new branches,
branch relocations, and branch additions. During the year, six
new branches were opened, five were relocated, one was closed,
and a number of remodeling projects were completed.

Industrial Supply is in the process of reconfiguring its
distribution network to remove a warehousing step from the
current distribution system. This redesign is intended to
reduce costs, increase capacity, and improve customer service.
As part of the redesign, Industrial Supply is transforming its
existing zone and regional distribution centers into more
highly automated distribution centers (DCs). Five new and four
redesigned DCs will take over most of the shipping currently
handled by the branches. When complete, the DCs will average
more than 300,000 square feet in size, employ state-of-the-art
equipment and processes, and stock approximately 50,000
frequently purchased items within a particular market.
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Industrial Supply currently operates three zone distribution
centers, and three new automated DCs. DCs ship orders,
inctuding Internet orders, directly to customers for all branches
located in their service area and replenish branch inventories.
Two regional distribution centers located in Greenville County,
South Carolina, and Kansas City, Missouri, replenish DC
inventories and branches not served by a DC. The national
distribution center merged with the Chicago DC in the fourth
quarter of 2002. In addition to the other functions of a DC,
the Chicago facility continues to be the national distribution
center, serving customers and the entire network with slower
moving inventory items.

Industrial Supply sells principally to industrial and
commercial maintenance departments, service shops,
manufacturers, hotels, government facilities, contractors,
and healthcare and educational facilities. Sales transactions
during 2002 were made to approximately 1.3 mitlion customers.
It is estimated that approximately 23% of 2002 sales consisted
of items bearing the Company’s registered trademarks,
including DAYTON® (principally electric motors, heating, and
ventilation equipment), TEEL® (liquid pumps), SPEEDAIRE®
(air compressors), AIR HANDLER® (air filtration equipment),
DEM-KOTE® (spray paints), WESTWARD® (hand and power
tools), CONDOR™ (safety products), and LUMAPRO® (task
and outdoor lighting), as well as other Company trademarks.
The Company has taken steps to protect these trademarks
against infringement and believes that they will remain
available for future use in its business. Sales of remaining
items generally consisted of products carrying the names
of other well-recognized brands.

The current Industrial Supply catalog, issued in February
2003, offers almost 90,000 facility maintenance products.
Approximately 1.4 million copies of the catalog were produced
in 2002. A CD-ROM version of the catalog supplements
the paper version with a fast, easy way to select products.
Approximately 190,000 copies of the CD-ROM catalog were
produced in 2002.

Customers can also use grainger.com. This Web site serves
as a prominent service channel for the Industrial Supply
division. Customers have access to a much larger selection of
products through grainger.com. It is available 24 hours a day,
seven days a week, providing real-time product availability,
customer-specific pricing, multiple product search capabilities,
customer personalization, and links to customer support and the
fulfiliment system. For large customers interested in connecting
to grainger.com through sophisticated purchasing platforms,
grainger.com has a universal connection. This technology
translates the different data formats used by electronic
marketplaces, exchanges, and e-procurement systems and
allows information from these systems to be fed directly into
Industrial Supply's operating platform. Orders processed through
grainger.com resulted in sales of approximately $420 million
in 2002, $333 miltlion in 2001, and $267 million in 2000.

Industrial Supply purchases products from approximately
1,200 suppliers, most of whom are manufacturers. No single
supplier comprised more than 10% of Industrial Supply’s
purchases; and no significant difficulty has been encountered
with respect to sources of supply.

Acklands-Grainger Inc. (Acklands)

Acklands is Canada's leading broad-line distributor of

industrial, fleet, and safety supplies. It serves customers
through 176 branches across Canada. Acklands distributes
tools, lighting, HACR, safety supplies, pneumatics, instruments,
welding equipment and supplies, motors, and shop equipment,
as well as many other items. A comprehensive catalog, printed
in both English and French, showcases the product line and
helps customers select products. This catalog, with more than
70,000 products, supports the efforts of approximately 250
field sales representatives throughout Canada. During 2002,
approximately 15,000 sales transactions were completed daily.
tn addition, customers can access products online via the
Internet at acklandsgrainger.com. On February 1, 2002, the
Company finalized a joint venture agreement combining
Acklands' automotive aftermarket parts division and the Western
Division of Uni-Select Inc., a Canadian distributor of automotive
and industrial supplies. The Company has a 50% stake in the
new joint venture, which is managed by Uni-Select.

FindMRO

FindMRO is a sourcing service for facilities maintenance
products that meet specific customer requirements. Through
sophisticated search technologies and sourcing expertise,
FindMRO locates products when a source is unknown tc the
customer. FindMRQ has access to more than 4,000 suppliers
and five million products. Its services can be accessed through
a Grainger sales representative or a branch.

Global Sourcing

Global Sourcing procures competitively priced, high-quality
products produced outside the United States. Grainger businesses
sell these items primarily under private labels. Products obtained
through Global Sourcing in 2002 include WESTWARD® tools,
LUMAPRO® lighting products, and CONDOR™ safety products,
as well as products bearing other trademarks.

Parts
Parts provides access to more than 2.5 million parts and
accessories, stocking 72,000 of them in its Northbrook, lilinois,
warehouse. Customers can purchase over the telephone or
online at grainger.com. Trained customer service representatives
have online access to more than 270,000 pages of detailed
parts diagrams, Parts handled about 1.6 million customer
calls in 2002 through its call centers in Northbrook, |llinois,
and Waterioo, lowa.

Parts has been ISO 9002 certified since 1995 and its
100% compliance with 1SO 9002 standards ranked it among
the top 10% of all ISO-certified companies.
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Mexico
Grainger's operations in Mexico provide local businesses with
facility maintenance products from both Mexico and the United
States. The business employed 68 sales representatives at
December 31, 2002. From its five branches in Mexico and
U.S. branches along the border, the business

provides delivery of approximately 70,000
products throughout Mexico. Customers
can order products using a Spanish-
language general catalog or online at
grainger.com.mx. The largest branch in
Mexico, an 80,000 square foot facility,

is located outside of Monterrey, Mexico.

Digital Businesses

In April 2001, the Company announced it was discontinuing
the operations of Material Logic. All of Material Logic's
branded e-commerce sites were shut down with the exception
of FindMRO, which remains in the Branch-based Distribution
Businesses segment.

Lab Safety

Lab Safety is a direct marketer of safety and other industrial
products to U.S. and Canadian businesses. Lab Safety, located
in Janesville, Wisconsin, primarily reaches its customers through
targeted catalogs and other marketing materials distributed
throughout the year.

Lab Safety offers extensive product depth, technical
support, and high service levels. It is a primary supplier for
many small and medium-sized companies and a backup supplier
for many larger companies. During 2002, Lab Safety issued ten
unique catalogs targeted to specific customer groups. Lab Safety
provides access to more than 100,000 products through its
catalogs. In addition, customers can access products using
a CD-ROM version of the catalog or online via the Internet
at labsafety.com.

Integrated Supply

Effective 2001, this segment consists solely of Grainger's
integrated Supply division. In prior years, this segment was
called “Integrated Supply and Other Businesses” and
included additional business units.

Integrafed Supply

Integrated Supply serves customers who have chosen to
outsource some or all of their indirect materials management
processes. The service offering enables customers to focus on
their core business objectives.

Integrated Supply offers a full complement of on-site
outsourcing solutions, including business process reengineering,
inventory and tool crib management, supply chain management,
purchasing management, and information management.

Industry Segments

For 2002 the Company is reporting three industry segments:
Branch-based Distribution, Lab Safety, and Integrated Supply.
For segment information and the Company’s consolidated net
sales and operating earnings see Management'’s Discussion and
Analysis of Financial Condition and Results of Operations and
the Consolidated Financial Statements and notes thereto. The
total assets of the Company for the last five years were: 2002,
$2,437 million; 2001, $2,331 million; 2000, $2,460 million;
1999, $2,565 million; and 1998, $2,104 million.

Competition
The Company faces competition in all the markets it serves,
from manufacturers (including some of the Company’s own
suppliers) that sell directly to certain segments of the market,
from wholesale distributors, from catalog houses, from certain
Internet-based businesses and product fulfillment mechanisms,
and from certain retail enterprises.

The principal means by which the Company competes
with manufacturers and other distributors are by local stock
availability, efficient service, account managers, competitive
pricing, its catalogs (which include product descriptions and
in certain cases extensive technical and application data),
electronic and Internet commerce technology, and other efforts
to assist customers in lowering their total facility maintenance
costs. The Company believes that it can effectively compete on
a price basis with manufacturers on small orders, but that
manufacturers may enjoy a cost advantage in filling large orders.

The Company serves a number of diverse markets and in
some markets reasonably estimates the Company’s competitive
position within those markets. However, taken as a whole, the
Company is unable to determine its market share relative to
others engaged in whole or in part in similar activities.

Employees

As of December 31, 2002, the Company had 15,236 employees,
of whom 13,183 were full-time and 2,053 were part-time or
temporary. The Company has never had a major work stoppage
and considers employee relations to be good.

Web Site Access to Company Reports

The Company makes available, free of charge, on or through its
Web site, its Annual Report on Form 10-K, quarterly reports on
Form 10-Q, and current reports on Form 8-K, and amendments
to those reports as soon as reasonably practicable after this
material is electronically filed with or furnished to the Securities
and Exchange Commission. This material may be accessed by
visiting the Investor Relations section of the Company’s Web site
at http://investor.grainger.com.
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Properties
As of December 31, 2002, the Company’s owned and leased
facilities totaled 17,564,000 square feet, a decrease of about
2% from 2001. Industrial Supply and Acklands accounted for
the majority of the total square footage. Industrial Supply
facilities are located throughout the United States. Acklands
facilities are located throughout Canada.

Industrial Supply branches range in size from 1,200 to
109,000 square feet and average approximately 20,000 square

feet. Most are located in or near major metropolitan areas with

many located in industrial parks. Typically, a branch is on one

floor, is of masonry construction, consists primarily of warehouse

space, sales areas and offices and has off-the-street parking

for customers and employees. The Company considers that its

properties are generally in good condition, welt maintained, and

are suitable and adequate to carry on the Company’s business.
The significant facilities of the Company are briefly

described below:

Size in

Location Facility and Use Square Feet
Chicago Area® Headquarters and General Offices 1,176,000
Kansas City, MOW Regional Distribution Center 1,435,000
Greenville County, SC Regional Distribution Center 1,050,000
United States™ Six Distribution Centers 2,280,000
United States® 393 Industrial Supply branch locations 7,662,000
United States and Mexico® All other facilities 1,832,000
Canada” 176 Acklands facilities 2,089,000
Total Square Feet 17,564,000

(1)

These facilities are either owned or leased with most leases expiring between 2003 and 2008. The owned facilities are not subject to any mortgages.

(2} Industrial Supply branches consist of 286 owned and 107 leased properties. The owned facilities are not subject to any mortgages.

(3) Other facilities represent Lab Safety as well as other owned and leased general branch offices, distribution centers, and leased branches. Two branches
are located in Puerto Rico and five are located in Mexico. The owned facilities are not subject to any mortgages.

(4)

to any mortgages.

Acklands' facilities consist of general offices, distribution centers, and branches, of which 63 are qwned and 113 leased. The owned facilities are not subject

Management’s Discussion and Analysis of Financial Condition and Results of Operations

Critical Accounting Policies
The preparation of financial statements in conformity with
accounting principles generally accepted in the United States
of America requires management to make estimates and
assumptions that affect the reported amounts of assets,
liabilities, revenues, and expenses in the financial statements.
Management bases its estimates on historical experience and
other assumptions, which it believes are reasonable. If actual
amounts are ultimately different from these estimates, the
revisions are included in the Company's results of operations
for the period in which the actual amounts become known,

Accounting policies are considered critical when they require
management to make assumptions about matters that are
highly uncertain at the time the estimate is made and when
different estimates than management reasonably could have
used have a material impact on the presentation of the
Company’s financial condition, changes in financial condition,
or results of operations.

A description of the Company'’s critical accounting
policies follows.

Postretirement Healthcare Benefits

The Company has a postretirement healthcare benefits

plan that provides coverage to its retired employees and their
dependents who have elected to maintain such coverage. A
majority of the Company's employees become eligible for
participation when they qualify for retirement while working

for the Company. Participation in the plan is voluntary and
requires participants to make contributions toward the cost of
the plan, as determined by the Company. The benefit obligation
was determined by applying the terms of the plan and actuarial
models required by Financial Accounting Standards Board
(FASB) Statement of Financial Accounting
Standards (SFAS) No. 106,
“Employers’ Accounting for
Postretirement Benefits Other Than
Pensions.” These models include
various actuarial assumptions,
including discount rates, assumed
rates of return on plan assets, and
healthcare cost trend rates. The
actuarial assumptions also anticipate future cost-sharing
changes to retiree contributions that will maintain the current
cost-sharing ratio between the Company and the retirees. The
Company evaluates its actuarial assumptions on an annual basis
and considers changes in these long-term factors based upon
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market conditions, historical experience, and the requirements Allowance for Doubtful Accounts

of SFAS No. 106. The Company has established a Group Benefit The Company establishes reserves for customer accounts

Trust as the vehicle to fund the plan and process benefit receivable balances that are potentially uncollectible. The
payments. The funding of the trust is an estimated amount that methods used to estimate the required allowance are based on
is intended to atlow the maximum deductible contribution under several factors including the age of the receivable, the historical
the Internal Revenue Code of 1986, as amended. The assets of ! ratio of actual write-offs to sales, and projected write-offs. These
the trust are invested in Standard & Poor’s 500 index (S&P 500) analyses take into consideration economic conditions that may
funds. The Company uses long-term historical actual return on have an impact on a specific industry, group of customers, or
plan assets and the historical performance of the S&P 500 to a specific customer. The reserves could be materially different
develop its expected return on plan assets. The expected return if economic conditions change or actual results deviate from

on plan assets that the Company used as of December 31, 2002, historical trends.

was 5.4%, net of tax at 40%. The use of expected long-term

rate of return on plan assets may result in projected returns that Inventory Reserves

are greater or less than the actual return on plan assets in any The Company establishes inventory reserves for valuation,

given year, Over time, however, the expected long-term returns shrinkage, and excess and obsolete inventory. Inventories are
are designed to approximate the actual long-term returns and, stated at the lower of cost or market. For the majority of

operations, the Company has elected to use the last-in, first-

out (LIFO) method of inventory costing. Typically this

method results in a lower inventory value and higher

cost of sales than the first-in, first-out (FIFO)
method due to the effect of inflation.

The Company records provisions for
inventory shrinkage based on historical
experience to account for unmeasured usage

or loss. Actual results differing from these
estimates could significantly affect the Company's

therefore, result in a pattern of income and expense
recognition that more closely matches the
pattern of the services provided by the
employees. The change in the expected long-
term rate of return on plan assets did not have a
material effect on the net periodic benefit cost for
the year ended December 31, 2002. The Company
reviews external data and its own historical trends
for healthcare costs to determine the healthcare cost
trend rates.

Actual results could differ materially from the Company’s inventories and cost of goods sold.
estimates if the Company modified its assumptions. For example, The Company records provisions for excess and obsolete
if the assumed healthcare cost trend rate increased by cne inventories for the difference between the cost of inventory and
percentage point for each year, the accumulated postretirement its estimated realizable value based on assumptions about
benefit obligation (APBQ) as of December 31, 2002, would future product demand and market conditions. Actual product
increase by $18.0 million. The aggregate of the service cost demand or market conditions could be different than projected
and interest cost components of the 2002 net periodic by management.

postretirement benefits expense would increase by $2.4 million.
If the assumed healthcare cost trend decreased by one percentage Other

point for each year, the APBO as of December 31, 2002, would Other significant accounting policies, not involving the same
decrease by $14.3 million. The aggregate of the service cost level of measurement uncertainties as those discussed above,
and interest cost components of the 2002 net periodic are nevertheless important to an understanding of the financial
postretirement benefits expense would decrease by $1.9 million. statements. Policies relating to revenue recognition, depreciation,
While the Company has used its best judgment in making its intangibles, long-lived assets, income taxes, and warranties
assumptions and estimates, assumption changes may be required require judgments on complex matters that are often subject to
in future years. For additional information, see Note 13 to the multiple external sources of authoritative guidance such as the
Consolidated Financial Statements. Financial Accounting Standards Board, Securities and Exchange
Commission, etc. Although no specific conclusions reached by
Insurance Reserves these authorities appear likely to cause a material change in the
The Company purchases insurance for catastrophic Company’s accounting pelicies, outcomes cannot be predicted
exposures as well as those risks required to be insured by law. with confidence. Also see Note 2 to the Consolidated Financial
The Company also retains a significant portion of the risk of Statements, which provides a summary of the Company's
losses related to workers’ compensation, general liability, and significant accounting policies.

property. Reserves for these potential losses are based on an
external analysis of the Company's historical claims results
and other actuarial assumptions.
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Results of Operations
The following table is included as an aid to understanding
changes in the Company's Consolidated Statements of Earnings.

For the Years Ended December 31,

Items in Consolidated Statements Percent Increase (Decrease)
of Earnings as a Percent of Net Sales from Prior Year
2002 2001 2000 2002 2001
Net sales 100.0% 100.0% 100.0% (2.3)% (4.5)%
Cost of merchandise sold 65.6 66.6 68.2 (3.8) (6.7)
Operating expenses 259 26.3 25.1 (3.7) 0.0
Operating earnings 8.5 7.1 6.7 16.1 1.0
Other income (expense), net 0.1 (0.8) 0.0 (111.3) 1,071.4
Income taxes 35 2.6 2.8 32.3 (11.5)
Cumulative effect of accounting change (expense) (0.5) — — N/A N/A
Net earnings 4.6% 3.7% 3.9% 21.2% (8.5)%

Net Sales

Company Net Sales — 2002 Compared to 2001

The Company's net sales of $4,643.9 million for 2002
decreased 2.3% from net sales of $4,754.3 million for 2001.
This decrease resulted from a 2.4% decrease in the Branch-
based Distribution Businesses segment, an 11.7% decrease at
Lab Safety, and elimination of the Digital Businesses segment,
partially offset by an 18.4% increase at Integrated Supply.
The year 2002 had 255 sales days, the same number as 2001.
Sales performance was affected by the general weakness in
the North American economy.

Segment Net Sales

The following comments at the segment level include external
and intersegment net sales. Comments at the business unit
level include external and inter- and intrasegment net sales.
For segment information see Note 21 to the Consolidated
Financial Statements.

Branch-based Distribution Businesses

Net sales at the Branch-based Distribution Businesses
amounted to $4,148.0 miilion in 2002, a 2.4% decrease
as compared with 2001 sales of $4,251.6 million.

Sales in the U.S. decreased slightly in 2002 as compared
with 2001 primarily due to weakness in the North American
economy. While 2002 sales to government and national
accounts increased 13% and 6%, respectively, when compared
with the prior year, sales declines in other categories offset
those increases. The increased sales to government and national
accounts were primarily due to programs focused on developing
those markets.

Sales were favorably affected by continued momentum in the
Company's Internet programs. For 2002, grainger.com processed
sales of approximately $420 million, a 26% increase from
the $333 million processed in 2001. The Company continues
to focus on converting its customers to purchasing online.
The Company has experienced incremental revenue across all
channels by customers who convert to online purchasing.

In Canada, sales decreased 12.6% in 2002 as compared
with 2001. This decrease was primarily due to the elimination
of automotive aftermarket parts sales as a result of the joint
venture with Uni-Select Inc. established on February 1, 2002.
Excluding the impact of the joint venture, sales were down 5.2%
for the year due to the weakness in the natural resources sector
and the loss of a few major accounts.

In Mexico, sales decreased 5.0% in 2002 as compared
with 2001. This decrease was attributable to the weak economy
in Mexico, partially offset by selected price increases intended
to offset the declining value of the peso.

Digital Businesses

On April 23, 2001, the Company announced that it

would shut down the operations of Material Logic, with the
exception of FindMRQO. The Company launched Material Logic
in January 2001 as a utility for large customers to facilitate
the purchase of facilities maintenance products over the
Internet. Material Logic would have allowed large customers to
access a single, networked catalog containing easily searchable
and detailed product information, pre-negotiated prices,

and availability information for indirect materiais from major
distributors. In order for Material Logic to grow, it needed broad
industry support and funding from other equity participants.
The Company closed Material Logic because economic and
market conditions made it difficult to find funding partners
and the market developed slower than anticipated. In
connection with this announcement, the Company took a
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pretax charge of $39.1 million in 2001. Beginning with the
2001 third quarter, the Digital Businesses segment ceased
operations. For additional information, see Note 5 to the
Consolidated Financial Statements.
Effective June 1, 2001,
FindMRO was added
to the Branch-based
Distribution Businesses.
Consequently, no results
were reported for the Digital
Businesses segment in 2002, but $30.0
million of net sales were reported in 2001.

Lab Safety

Net sales at Lab Safety amounted to $286.8 million in 2002,
an 11.7% decrease compared with 2001 sales of $324.8
million. Sales at Lab Safety included the results of The Ben
Meadows Co., a company acquired on February 26, 2001.
The sales decrease was primarily the result of weak sales

in the U.S. manufacturing sector.

Integrated Supply

Net sales at Integrated Supply amounted to $226.0 million in
2002, an 18.4% increase over 2001 sales of $190.8 million.
Sales growth for this business was primarily the result of
increased penetration of existing customers and includes both
product sales and management fees.

Cost of Merchandise Sold

Company Cost of Merchandise Sold — 2002 Compared to 2001
The Company's cost of merchandise sold of $3,045.7 million
for 2002 decreased 3.8% from the cost of merchandise sold of
$3,165.0 million for 2001, This decrease was primarily volume
related due to the decline in net sales mentioned above and
supply chain efficiencies.

Operating Expenses

Company Operating Expenses — 2002 Compared to 2001
Operating expenses of $1,205.1 million for 2002 decreased
3.7% from operating expenses of $1,250.7 million for 2001.
Operating expenses for 2002 included a pretax benefit related
to a $1.9 million reduction of a portion of the reserve established
in 2001 relating to the shutdown of Material Logic. Operating
expenses for 2001 included a pretax restructuring charge of
$39.1 million related to the shutdown of Material Logic, with the
exception of FindMRO. Excluding these restructuring amounts
from both 2002 and 2001, operating expenses decreased 0.4%.
This was the result of tighter variable expense control, although
the Company was unable to decrease expenses in line with the
sales decrease. Advertising and bad debt expenses decreased
due to fewer catalogs being printed, Company cost controls, and
fewer bankruptcies of large customers, partially offset by increased
payroll and benefits expenses. For additional information, see
Note 5 to the Consolidated Financial Statements.

Operating Earnings

Company Operating Earnings — 2002 Compared to 2001

The Company's operating earnings of $393.2 million for 2002
increased 16.1% from operating earnings of $338.6 million for
2001. Operating earnings were impacted by a $1.9 miilion
benefit and a $39.1 million expense for 2002 and 2001,
respectively, related to the restructuring charge established for
Material Logic. Excluding these amounts from 2002 and 2001,
operating earnings increased 3.6% to $391.2 million in 2002
from $377.6 million in 2001. This increase was attributable to
improved operating performance of the Company’s Branch-based
Distribution Businesses, the elimination of losses of the Digital
Businesses, and improved performance of Integrated Supply,
partially offset by weaker performance at Lab Safety and an
increase in Company level expenses not allocated to business
units. The results for 2001 included operating losses of the
Digital Businesses of $10.2 million.

Segment Operating Earnings

The following comments at the segment level include

external and intersegment operating earnings. Comments at the
business unit level include external and inter- and intrasegment
operating earnings. For segment information, see Note 21 to
the Consolidated Financial Statements.

Branch-based Distribution Businesses

Operating earnings of $394.9 million increased 2.2% in 2002
as compared with $386.3 million for 2001. The effect of higher
gross profit margins was partially offset by lower sales and an
increase in operating expenses.

Gross profit margins improved due to selected pricing actions
in 2002 intended to cover freight and supplier cost increases and
to favorable product mix. Partially offsetting these improvements
were an unfavorable change in selling price category mix and
higher freight costs related to the logistics project.

Operating expenses increased 1.7% in 2002 versus
2001. Operating expenses increased due to higher payroll
and benefits expenses partially offset by lower advertising
and bad debt expenses.

Digital Businesses

On April 23, 2001, the Company announced plans to shut down
the operations of Material Logic, as previously described in the
Digital Businesses Net Sales section. For additional information,
see Note 5 to the Consolidated Financial Statements.

Lab Safety

Operating earnings of $47.1 million decreased 7.8% in

2002 as compared with $51.1 million for 2001. The decrease
in operating earnings was primarily the result of lower sales,
partially offset by lower operating expenses. The operating
expense reduction was primarily the result of second quarter
2002 workforce reductions and other cost control measures,
including lower advertising expenditures.

24




W.W. GRAINGER, INC., AND SUBSIDIARIES

Management’s Discussion and Analysis of Financial Condition and Results of Operations

Integrated Supply

Integrated Supply had operating income of $6.2 million in
2002 compared with $0.4 million in 2001. This improvement
in operating performance for 2002 was the result of eliminating
or restructuring unprofitable contracts throughout 2001 and
productivity gains attained by leveraging the existing cost
structure. Operating income for 2002 also benefited from lower
bad debt expense compared with 2001, where provisions were
made for losses related to two large customer bankruptcies.

Other Income and Expense
Other income and expense was $4.7 million of income in
2002, an improvement of $46.0 million as compared with
$41.3 million of expense in 2001.

The following table provides an analysis of the components
of other income and expense:

For the Years Ended
December 31,

(tn thousands of dollars) 2002 2001
Other income and (expense)
Interest (expense),
net of interest income $(1,590) | $ (7,847)
Equity in losses of
unconsolidated entities (3,025) (7,205)
Loss on liquidation of
equity in unconsolidated entity — (20,123)
Unclassified-net:
Gains on sales of
investment securities 7,308 138
Write-down of investments (3,192) (7,400)
Gains on sales of
fixed assets, net 5,219 1613
Other (38) (469)
$ 4,682 | $(41,293)

tn April 2001, the Company wrote down its investment
in other digital businesses and took a pretax charge of
$25.1 million. This included the loss on the divestiture of the
Company's 40% investment in Works.com, Inc. (Works.com).
The Company acquired its ownership in Works.com, an
unrelated third party, on August 1, 2000, when the Company’s
OrderZone.com business unit was combined with Works.com.
Of this pretax charge, $20.1 million related to the divestiture
of Works.com and was reported separately as Loss on liquidation
of equity in unconsolidated entity on the income statement.
Additionally, a loss of $5.0 million was included in
Unclassified-net relating to the write-down to net realizable
value of investments in other digital businesses. See Note 5
to the Consolidated Financial Statements.

Income Taxes
income taxes of $162.3 million in 2002 increased 32.3%
as compared with $122.8 million in 2001.
The Company's effective tax rate was 40.8% and 41.3%
in 2002 and 2001, respectively. The rate decrease in 2002 as

compared with 2001 was primarily due to a reduction of losses
in unconsolidated entities. The effective tax rate for 2001 was
also higher due to the tax effect of capital losses, which were
not deductible in the absence of capital gains. Partially offsetting
these items which increased the 2001 tax rate, was the tax
effect of the write-off of investment in unconsolidated entity
that had tax benefits disproportionate to the write-off.

Excluding the effect of these items, the effective tax rate
was 40.5% for both 2002 and 2001.

Cumulative Effect of Accounting Change
Effective January 1, 2002, the Company adopted SFAS No.
142, “Goodwill and Other Intangible Assets.”

in the second quarter of 2002, the Company completed
the initial process of evaluating goodwill for impairment under
SFAS No. 142. Fair values of reporting units were estimated
using a present value method that discounted future cash flows.
When available and as appropriate, comparative market
multiples were used to corroborate results of the discounted
cash flows. As a result of the application of the impairment
methodology introduced by SFAS No. 142, the Company
recorded a noncash charge to earnings of $32.3 million
($23.9 million after-tax, or $0.26 per diluted share) related to
the write-down of goodwill of its Canadian subsidiary, Acklands.
Previous accounting rules incorporated a comparison of book
value to undiscounted cash flows, whereas new rules require a
comparison of book value to discounted cash flows, which are
fower. In November 2002, the Company performed its annual
evaluation of goodwill for impairment and no further write-downs
were required. For additional information see Note 3 to the
Consolidated Financial Statements.

Net Earnings

Company Net Earnings — 2002 Compared to 2001

The Company's net earnings of $211.6 million for 2002 increased
21.2% compared with 2001 net earnings of $174.5 million.
The Company's earnings per share for the year increased 21.7%
to $2.24 in 2002 from $1.84 in 2001. The results for 2002
inciuded an after-tax gain of $4.5 million from the sales of
investment securities and an after-tax gain of $1.2 million
related to the reduction of restructuring

charges. The results for 2002 also
included an after-tax charge of
$23.9 million related to the
cumulative effect of a change

in accounting principle. The
results for 2001 included an
after-tax charge of $36.6 million,
or $0.39 per share, related to the
digital businesses described earlier. Excluding
these items from both periods and excluding the
cumulative effect of the change in accounting principle from
2002 results, net earnings increased 8.8% to $229.8 million
in 2002 from $211.2 million in 2001, and earnings per share
increased 9.4% to $2.44 in 2002 from $2.23 in 2001.
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Net Sales Digital Businesses
Company Net Sales — 2001 Compared to 2000 Net sales for the Digital Businesses amounted to $30.0 million
The Company's net sales of $4,754.3 million for 2001 in 2001, a 46.2% decrease as compared with 2000 sales of
decreased 4.5% from net sales of $4,977.0 million for 2000. $55.7 million. Net sales for this segment represented product
This decrease resulted from a 5.2% decrease in the Branch- sales and service fee revenues for FindMRO and service fee
based Distribution Businesses segment, a 46.2% decrease in revenues for the rest of Material Logic.
the Digital Businesses segment, and a 1.6% decrease at Lab On April 23, 2001, the Company announced that it would
Safety, partially offset by a 5.5% increase in the Integrated shut down the operations of Material Logic with the exception
Supply and Other Businesses of the Company. The year 2001 of FindMROQ. The Company taunched Material Logic in January
had 255 sales days, the same number of sales days as 2000. of 2001 as a utility for large customers to facilitate the
Sales performance was affected by the general weakness purchase of facilities maintenance products over the Internet.
in the North American economy and worsened by quarter Material Logic would have allowed large customers to access
throughout the year. a single, networked catalog containing easily searchable

and detailed product information, pre-negotiated prices,
Segment Net Sales and availability information for indirect materials from major
The following comments at the segment level include distributors. In order for Material Logic to grow, it needed broad

industry support and funding from other equity participants.
The Company closed Material Logic in April because
economic and market conditions made it difficult to find
funding partners and the market developed slower than
anticipated. In connection with this announcement,
the Company took a pretax charge of $39.1 million
in 2001. FindMRO was then established as an
) operating unit separate from Material Logic.
T Effective June 1, 2001, FindMRO was added

to the Branch-based Distribution Businesses. Beginning

external and intersegment neét sales. Comments at
the business unit level include external and

inter- and intrasegment net sales. For segment
information see Note 21 to the Consolidated
Financial Statements.

Branch-based Distribution Businesses
Net sales at the Branch-based Distribution Businesses
amounted to $4,251.6 million in 2001, a 5.2% decrease
as compared with 2000 sales of $4,483.8 million.

s
7

Sales in the United States decreased in 2001 as ' with the 2001 third quarter, the Digital Businesses segment
compared with 2000 primarily due to the recession in the ceased operations. For additional information, see Note 5 to the
United States. Also contributing to the decline was a decrease Consolidated Financial Statements.
in the sales of seasonal products due to relatively mild weather
in the summer and winter seasons. Sales to government Lab Safety
accounts increased primarily due to strategy focused on Net sales at Lab Safety amounted to $324.8 million in 2001, a
developing the government market. Other categories declined 1.6% decrease compared with 2000 sales of $330.1 million.
primarily as a result of the recession in the United States. Sales at Lab Safety included the results of The Ben Meadows Co.,

Sales were favorably affected by continued momentum in a company acquired on February 26, 2001. Excluding the sales
the Company's Internet programs. For 2001, grainger.com of The Ben Meadows Co., 2001 sales would have been down
processed sales of approximately $333 million, a 24.7% 6.2% when compared with 2000, primarily the result of weak
increase from the $267 million processed in 2000. sales in the U.S. industrial sector.

In Canada, sales decreased 2.8% in 2001 as compared with
2000. This decrease was driven primarily by an unfavorable Integrated Supply and Other Businesses
Canadian exchange rate. In local currency, sales increased 1.3% Net sales at Integrated Supply and Other Businesses amounted
in 2001 as compared with 2000. The growth in Canada was to $190.8 million in 2001, a 5.5% increase over 2000 sales of
driven primarily by an improvement in the oil and gas sector of $180.9 million. Sales growth for this group of businesses was
the economy, partially offset by the impact of the weakness in related to strong sales at Integrated Supply, primarily the result
other sectors of the Canadian economy. The Company’s of increased penetration of existing customers through the
Canadian operations also experienced a negative sales trend expansion of the number of locations served. Sales included
with sales declining in the second half of the year on a product sales and management fees.
comparative basis with 2000.

In Mexico, sales decreased 17.0% in 2001 as compared
with 2000. This performance reflects the weakness in the
automotive and electronics manufacturing industries and
deterioration of the Mexican economy, coupled with the impact
of the recession in the U.S.
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Cost of Merchandise Sold

Company Cost of Merchandise Sold — 2001 Compared to 2000
The Company's cost of merchandise sold of $3,165.0 million
for 2001 decreased 6.7% from cost of merchandise sold of
$3,391.7 million in 2000. This decrease was primarily volume
related due to the decline in net sales as mentioned previously.

Operating Expenses

Company Operating Expenses — 2001 Compared to 2000
Operating expenses of $1,250.7 million for 2001 were
essentially flat when compared with operating expenses of
$1,250.2 million for 2000. Operating expenses for 2001
included a pretax restructuring charge of $39.1 million related
to the shutdown of Material Logic with the exception of
FindMRO. Excluding the restructuring charge from 2001 and
the operating expenses of Material Logic, operating expenses
were essentially flat between years. This was the result of tighter
variable expense control, although the Company was unable to
decrease expenses in line with the sales decrease. Increases
included data processing costs, as the Company continued to
invest in its information systems, and increased bad debt
provision in response to the weakening economic conditions in
North America. Offsetting these increases were lower advertising
and travel expenses. For additional information, see Note 5 to
the Consolidated Financial Statements.

Operating Earnings

Company Operating Earnings — 2001 Compared to 2000

The Company's operating earnings of $338.6 million for 2001
increased 1.0% from operating earnings of $335.1 million for
2000. This increase was primarily attributable to improved
operating performance at the Company’s Integrated Supply
and Other Businesses segment, partially offset by weaker
performance in the Branch-based Distribution Businesses

and at Lab Safety.

Segment Operating Earnings

The following comments at the segment level include external
and intersegment operating earnings. Comments at the business
unit leve! include external and inter- and intrasegment operating
earnings. For segment information, see Note 21 to the
Consolidated Financial Statements.

Branch-based Distribution Businesses

Operating earnings of $386.3 million declined 2.7% in 2001

as compared with $397.3 million for 2000. Lower sales and

an increase in operating expenses contributed to the decline in

operating earnings, partially offset by higher gross profit margins.
Operating expenses increased 1.9% in 2001 versus 2000.

Operating expenses increased due to higher occupancy expenses,

including the effect of start-up costs relating to the opening of

two new distribution centers, increased data processing expenses,

and increased employee benefits costs. These factors were

partially offset by lower trave! and entertainment expenses and

lower advertising expenses.

[

Gross profit margins were affected by selected pricing actions
in 2001 intended to cover freight and supplier cost increases,
and lower sales of seasonal products. Historically, the sales of
seasonal products have lower than average gross profit margins.

Digital Businesses

On April 23, 2001, the Company announced that it would shut
down the operations of Material Logic as previously described

in the Digital Businesses Net Sales section. For additional
information, see Note 5 to the Consolidated Financial Statements.

Lab Safety

Operating earnings of $51.1 mitlion decreased 7.1% in 2001
as compared with $55.0 million for 2000. The decrease in
operating earnings was impacted by the decline in net sales
and an increase in payroll and employee benefits costs, and
increased data processing costs.

Integrated Supply and Other Businesses

Integrated Supply and Other Businesses had operating income
of $0.4 million in 2001 compared with operating losses of
$13.3 million in 2000. This increase was primarily attributable
to improved operating results at Integrated Supply. These
results were achieved by eliminating or restructuring
unprofitable contracts and by reducing its cost structure
through improved productivity.

Other Income and Expense

Other income and expense was $41.3 million of expense in

2001 as compared with $3.5 million of expense for 2000.
The following table provides an analysis of the components

of other income and expense:

(

For the Years Ended

December 31,
{(In thousands of dollars) 2001 2000
Other income and (expense) 1
Interest (expense),
net of interest income $ (7,847) | $(22,512)
Equity in losses of
unconsolidated entities (7,205) (10,855)
Loss on liquidation of equity
in unconsolidated entity (20,123) —
Unclassified-net:
Gains on sales of
investment securities 138 30,017
Write-down of investments (7,400) —
Gains (losses) on sales
of fixed assets, net 1,613 (638)
Other (469) 463
| $(41,293) | $ (3,525)
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In April 2001, the Company wrote down
its investment in other digital businesses and
took a pretax charge of $25.1 million. This
included the loss on the divestiture of the
Company’s 40% investment in Works.com,
Inc. (Works.com). The Company acquired
its ownership in Works.com, an unrelated
third party, on August 1, 2000, when
the Company’s OrderZone.com business
unit was combined with Works.com.
Of this pretax charge, $20.1 million
related to the divestiture of Works.com
and was reported separately as
Loss on liquidation of equity in
unconsolidated entity on the
income statement. Additionally, a loss of $5.0 million
was included in Unclassified—net, relating to the write-down
to net realizable value of investments in other digital businesses.
tn 2000, the Company had a pretax gain on the sales of
investment securities of $30.0 million. See Note 5 to the
Consolidated Financial Statements.

Excluding these items from both periods, the year 2001
had net expenses of $16.2 million versus net expenses of
$33.5 million in the comparable 2000 period. The difference
was primarily attributable to lower interest expense.

.

.
2

Income Taxes
Income taxes, which totaled $122.8 million in 2001, decreased
11.5% as compared with $138.7 million in 2000.

The Company’s effective tax rate was 41.3% and 41.8%
in 2001 and 2000, respectively. The rate decrease in 2001
was primarily due to a reduction in the amount of losses in
unconsolidated entities and the tax impact of the write-off of
investments in unconsolidated entities, which had tax benefits
disproportionate to the loss incurred.

These items were partially offset by the tax impact of capital
tosses, which are not deductible in the absence of capital gains.
Excluding the impact of these items, the effective tax rate

was 40.5% for both 2001 and 2000.

Net Earnings

Company Net Earnings — 2001 Compared to 2000

The Company's net earnings of $174.5 million for 2001
decreased 9.5% compared with 2000 net earnings of

$192.9 million. The Company’s earnings per share for the year
declined 10.2% to $1.84 in 2001 from $2.05 in 2000. The
results for 2001 included an after-tax charge of $36.6 million,
or $0.39 per share. The results for 2000 included an after-tax
gain of $17.9 million, or $0.19 per share, related to sales of
investment securities. Excluding these items from both periods,
net earnings increased 20.6% to $211.2 million in 2001 from
$175.0 miltion in 2000, and earnings per share increased
19.9% t0 $2.23 in 2001 from $1.86 in 2000.
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Financial Condition

The Company expects its strong working capital position and
cash flows from operations to continue, allowing it to maintain
its planned level of operations, capital expenditures, and
payment of its cash dividends.

Cash Flow

Net cash flows from operations of $303.5 million in 2002,
$509.2 million in 2001, and $278.4 million in 2000 have
continued to improve the Company's financial position and serve
as the primary source of funding for capital requirements. The
majority of the decrease in net cash flows from operations from
2001 to 2002 was attributable to the 2002 inventory increases
to improve service levels and position the Branch-based
Distribution Businesses segment to gain share in the economic
recovery. For information as to the Company's cash flows, see
the Consolidated Financial Statements and Notes thereta.

Working Capital

internally generated funds have been the primary source of
working capital and for funds used in business expansion,
supplemented by debt as circumstances dictated. In addition,
funds are being expended for facilities optimization, business
deveiopment, and systems and other infrastructure
enhancements.

Working capital was $898.7 million at December 31, 2002,
compared with $838.8 million at December 31, 2001, and
$735.7 million at December 31, 2000. The ratio of current
assets to current liabilities was 2.5, 2.5, and 2.0, respectively,
at such dates.

Capital Expenditures

In each of the past three years, a portion of working capital has
been used for additions to property, buildings, equipment, and
capitalized software as summarized in the following table:

L For the Years Ended December 31,
(In thousands of dol(ars)L 2002 2001 2000
] Land, buildings,
| structures, and
| improvements $ 61,083 |3 26,534 | $32,822
Furniture, fixtures, ]
machinery, and |
equipment 72,895 73,917 32,685 ‘
F Subtotal 133,678 100,451 65,507
\ Capitalized software 10,047 6,717 29,406
T
| Total $144,025 |$107,168 | $94,913 |

Additional investments in inventory and capital projects are
anticipated in 2003, and the Company believes that cash flows
from operations will remain strong.
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Restructuring

On April 23, 2001, the Company announced that it would shut
down the operations of Material Logic with the exception of
FindMRO. in connection with this announcement, the Company
took a pretax charge of $39.1 million in 2001. At the beginning
of 2002, $9.5 million of this reserve remained. The Company
utilized $5.0 million of this reserve in 2002, of which

$4.1 million were cash payments, and reduced the reserve by
$1.9 million to reflect management’s current estimate of costs.
The Company utilized internally generated funds for these
payments. As of December 31, 2002, the $2.5 million reserve
primarily relates to severance and lease obligations, which the
Company anticipates will be funded from internally generated
cash. See Note 5 to the Consolidated Financial Statements

for additional information.

Debt and Capital
The Company maintains a debt ratio and liquidity position that
provide flexibility in funding working capital needs and long-term
cash requirements. In addition to internally generated funds, the
Company has various sources of financing available, including
commercial paper sales and bank borrowings under lines of
credit. At December 31, 2002, the Company's long-term debt
was rated AA+ by Standard & Poor’s, a rating the Company has
held since 1987. The Company’s available lines of credit, as
further discussed in Note 12 to the Consolidated Financial
Statements, were $264.7 million, $413.1 million, and
$515.3 million, as of December 31, 2002, 2001, and 2000,
respectively. Total debt as a percent of total capitalization was
7.2%, 7.8%, and 17.3% for the same periods.

In September 2002, the Company received net proceeds
of $113.7 million from the issuance of commercial paper. The
proceeds were used to repay outstanding long-term debt in the
amount of C$180.4 million. Since the Company has the ability
to refinance the commercial paper with debt having a longer
maturity, and the Company's intent is to keep the debt
outstanding for greater than one year, the commercial paper
has been classified as long-term debt on the Company’s balance

sheet as of December 31, 2002. The long-term debt that was
repaid with the proceeds of the commercial paper issuance had
been designated by the Company as a nonderivative hedge of
the Company's net investment in its Canadian subsidiary. The
Company entered into a cross-currency swap on September 25,
2002, which replaced the Canadian dollar long-term debt as a
hedge of the net investment in the Company’s Canadian
subsidiary. The counterparty to the financial instrument is an
investment grade financial institution. The Company does not
expect any loss from nonperformance by this counterparty. For
additional information concerning the cross-currency swap
agreement, see Note 14 to the Consolidated Financial
Statements included in this report.

The Company believes any circumstances that would trigger
early payment or acceleration with respect to any outstanding
debt securities would not have a material impact on its results
of operations or financial condition. Holders of industrial
revenue bonds may require the Company to redeem certain of
the bonds, such as in response to changes in interest rates.

The Company repurchased 2,221,500 shares, 1,820,000
shares, and 31,400 shares of its common stock during 2002,
2001, and 2000, respectively. As of December 31, 2002,
approximately 10 million shares of common stock remained
available under the Company's repurchase authorization.

Dividends paid to shareholders were $66.5 million in 2002,
$65.4 mitlion in 2001, and $62.9 million in 2000.

Commitments
The Company has future commitments for leased land,
buildings, and equipment as of December 31, 2002. The
Company also has $3.0 million of short-term debt and
$126.2 million of long-term debt as of December 31, 2002.
See Notes 12 and 14 to the Consolidated Financial Statements
for additional information related to these obligations. As of
December 31, 2002, the Company had $23.2 million of
outstanding commitments for capital expenditures.

As of December 31, 2002, the future contractual cash
obligations related to long-term debt and leases were as follows:

Payments Due by Period
(In thousands of dollars) 2003 2004 2005 2006 After 2006 Total
Long-term debt $ 6,505 $114,798 $ 4,895 $ — $ — $126,198
Operating leases 17,219 13,159 9,874 6,282 11,469 58,003
Total $23,724 $127,957 $14,769 $6,282 $11,469 $184,201
T
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Off-Balance-Sheet Arrangements

The Company does not have any material exposures to off-
balance-sheet arrangements. The Company does not have any
variable interest entities or activities that include non-exchange-
traded contracts accounted for at fair value.

Other

On March 26, 2001, a group of 83 executive officers and other
key managers bought 787,020 shares from the Company at
the then-current market price of the shares. Cash proceeds from
the sale, which amounted to $24.4 million, were used by the
Company to repurchase shares of the Company’s stock on the
open market. Most employees financed their purchases through
loans arranged with a local bank. The principal of each loan is
payable by the employee on April 16, 2003, or earlier, upon
termination of employment, sale by the borrower of shares
under the program, or the occurrence of certain financial or
other events affecting the employee or the Company. Among
the financial or other events affecting the Company (triggering
events) are a default on certain other indebtedness, a change
in control, and a merger or sale of substantially all of the
Company’s assets. The Company entered into a Note Purchase
Agreement with the bank, agreeing to purchase the loan of any
employee as a result of the employee’s failure to repay the loan
when due or the occurrence of a triggering event. Should the
Company be obliged to purchase any loan under the Note
Purchase Agreement, the employee would be liable to the
Company for the outstanding principal and accrued interest

in accordance with the note's terms. The Company has not
recognized a liability for any potential defaults associated with
this contingent credit risk, nor has the Company been called
upon to purchase any loan or make any payments as a resuit of
any employee default or triggering event. As of December 31, 2002,
70 employees had loans outstanding to a bank aggregating
$22.4 million, the largest of which was $4.4 million. In
compliance with new statutory requirements, the Company

will not continue this program.

Inflation and Changing Prices

Inflation during the last three years has not had a significant
effect on operations. The predominant use of the LIFO method
of accounting for inventories and accelerated depreciation
methods for financial reporting and income tax purposes result
in a substantial recognition of the effects of inflation in the
financial statements.

The major impact of inflation is on buildings and
improvements, where the gap between historic cost and
replacement cost continues to be significant for these long-tived
assets. The related depreciation expense associated with these
assets increases significantly when adjusting for the cumulative
effect of inflation.

The Company believes the most positive means to
combat inflation and advance the interests of investors lies
in the continued application of basic business principles,
which include improving productivity, increasing working
capital turnover, and offering products and services which
can command appropriate price levels in the marketplace.

Forward-Looking Statements

This document contains forward-looking statements under the
federal securities laws. The forward-fooking statements refate to
the Company's expected future financial results and business
plans, strategies, and objectives and are not histerical facts. They
are often identified by qualifiers such as “will,” “is transforming,”
“expects,” “intends,” or similar expressions. There are risks and
uncertainties the outcome of which could cause the Company’s
results to differ materially from what is projected.

Factors that may affect forward-looking statements include
the following: higher product costs or other expenses; a major
loss of customers; increased competitive pricing pressure on
the Company’s businesses; failure to develop or implement
new technologies or other business strategies; the outcome of
pending and future litigation and governmental proceedings;
changes in laws and regulations; facilities disruptions or
shutdowns; disruptions in transportation services; natural
and other catastrophes; unanticipated weather conditions;
and other difficulties in achieving or improving margins or
financial performance.

Trends and projections could also be affected by general
industry and market conditions, gross domestic product
growth rates, general economic conditions, including interest
rate and currency rate fluctuations, global and other conflicts,
and other factors.

Quantitative and Qualitative Disclosures about Market Risk
The Campany is exposed to foreign currency exchange risk
related to its transactions, assets, and liabilities denominated
in foreign currencies. The Company partially hedges the net
Canadian doliar investment in its Canadian subsidiary with
borrowings denominated in Canadian dollars or with a cross-
currency swap agreement. See Note 14 to the Consolidated
Financial Statements for additional information. For 2002,
a uniform 10% strengthening of the U.S. dollar relative to those
foreign currencies that affect the Company and its joint ventures
would have resulted in a $1.8 million increase in net income.
This sensitivity analysis of the effects of changes in foreign
currency exchange rates does not factor in potential changes
in sales levels or local currency prices.

The Company also is exposed to interest rate risk in its debt
portfolio. All of the Company’s long-term debt at December 31,
2002, is variable rate debt. See Note 14 to the Consolidated

~ Financial Statements for the maturity schedule of the debt

outstanding as of December 31, 2002. For 2002, a 1% increase
in interest rates paid by the Company would have resulted in
a decrease in net income of approximately $0.8 milfion. This
sensitivity analysis of the effects of changes in interest rates on
long-term debt does not factor in potential changes in exchange
rates or long-term debt levels.

The Company is not exposed to commodity price risk
since it purchases its goods for resale and does not purchase
commodities directly.
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(In thousands of dollars,
except for per share amounts) 2002 2001 2000 1999 1998
Net sales $4,643,898 $4,754,317 $4,977,044 $4,636,275 $4,438,975
Net earnings 211,567 174,530 192,903 180,731 238,504
Net earnings per basic share 2.30 1.87 2.07 1.95 2.48
Net earnings per diluted share 2.24 1.84 2.05 1.92 2.44
Total assets 2,437,448 2,331,246 2,459,601 2,564,826 2,103,966
Long-term debt

(less current maturities) 119,693 118,219 125,258 124,928 122,883
Cash dividends paid per share $ 0.715 $ 0.695 $ 0.670 $ 0.630 $ 0.585

The results for 2002 included an after-tax gain on the sale
of securities of $4.5 million, or $0.04 per diluted share,
and an after-tax gain on the reduction of restructuring reserves
established for the shutdown of Material Logic of $1.2 million,
or $0.01 per diluted share. These were offset by the cumulative
effect of a change in accounting of $23.9 million after-tax,
or $0.26 per diluted share.

The results for 2001 included an after-tax charge of
$36.6 million, or $0.39 per share, related to the restructuring

charge established in connection with the closing of
Material Logic and the write-down of the investment in other
digital enterprises.

The resuits for 2000 included an after-tax gain of
$17.9 million, or $0.19 per share, related to sales of
investment securities.

For further information see Management'’s Discussion and
Analysis of Financial Condition and Results of Operations, and
Notes 3 and 5 to the Consolidated Financial Statements.

Report of Independent Certified Public Accountants

Shareholders and Board of Directors
W.W. Grainger, Inc.

We have audited the accompanying consolidated balance sheets
of W.W. Grainger, Inc., and Subsidiaries as of December 31,
2002, 2001, and 2000, and the related consolidated statements
of earnings, comprehensive earnings, shareholders’ equity, and
cash flows for the years then ended. These financial statements
are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with auditing
standards generally accepted in the United States of America.
Those standards require that we plan and perform the audit
to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates
made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, the financial statements referred to
above present fairly, in all material respects, the consolidated
financial position of W.W. Grainger, Inc., and Subsidiaries as of
December 31, 2002, 2001, and 2000, and the consolidated
results of their operations and their consolidated cash flows for

- the years then ended, in conformity with accounting principles

generally accepted in the United States of America.

As discussed in Note 3, effective January 1, 2002, the
Company changed its method of accounting for goodwill and
other intangible assets upon adoption of Statement of Financial
Accounting Standards (SFAS) No. 142, “Goodwill and Other
Intangible Assets.”

GRANT THORNTON LLP

Chicago, Hinois
January 28, 2003
(except Note 26 for which the date is February 14, 2003)
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W.W. GRAINGER, INC., AND SUBSIDIARIES

Consolidated Statements of Earnings

For the Years Ended December 31,

(In thousands of dollars, except for per share amounts) 2002 2001 2000
Net sales $4,643,898 $4,754,317 $4,977,044
Cost of merchandise sold 3,045,686 3,165,030 3,391,707
Gross profit ’ 1,598,212 1,589,287 1,685,337
Warehousing, marketing, and administrative expenses 1,206,996 1,211,644 1,250,217
Restructuring (credit) charge (1,939) 39,070 —
Total operating expenses 1,205,057 1,250,714 1,250,217
Operating earnings 393,155 338,573 335,120
Other income (expense):
Interest income 4573 2,827 1,891
Interest expense (6,163) (10,674) (24,403)
Equity in loss of unconsolidated entities (3,025) (7,205) (10,855)
Loss on liquidation of equity in unconsclidated entity — (20,123} —
Unclassified—net 9,297 (6,118) 29,842
4,682 (41,293) (3,525)
Earnings before income taxes and
cumulative effect of accounting change 397,837 297,280 331,595
Income taxes 162,349 122,750 138,692
Earnings before cumulative effect of accounting change 235,488 174,530 192,903
Cumulative effect of accounting change (23,921) — —
Net earnings $ 211,567 $ 174,530 $ 192,903
Earnings per share before cumulative effect of accounting change:
Basic $ 2.56 1.87 $ 2.07
Diluted $ 2.50 1.84 $ 2.05
Cumulative effect of accounting change:
Basic $ (0.26) $ — $ —
Diluted $ (0.26) | % — $ —
Earnings per share:
Basic $ 2.30 1.87 $ 2.07
Diluted $ 2.24 1.84 $ 2.05
Weighted average number of shares outstanding:
Basic 91,982,430 93,189,132 93,003,813
Diluted 94,303,497 94,727,868 94,223,815

The accompanying notes are an integral part of these financial statements.
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W.W. GRAINGER, INC., AND SUBSIDIARIES

)

Consolidated Statements of Comprehensive Earnings

For the Years Ended December 31,

(In thousands of dollars) 2002 2001 2000
Net earnings $211,567 $174,530 $192,903
Other comprehensive earnings (losses) net of income taxes:
Foreign currency translation adjustments,
net of tax benefit (expense) on a designated hedge
of $551, $(5,455) and $0, respectively (170) (15,457) (9,487)
(Losses) gains on investment securities:
Unrealized holding (losses) gains,
net of tax benefit (expense) of
$1,523, $(3,069) and $39,711, respectively (2,383) 4,820 (60,066)
Reclassifications for net (gains) losses
included in earnings, net of tax
expense of $2,325, $54 and $11,947, respectively (3,636) (84) (18,070)
(6,189) (10,721) (87,623)
Comprehensive earnings $205,378 $163,809 $105,280

The accompanying notes are an integral part of these financial statements.

33




W.W. GRAINGER, INC., AND SUBSIDIARIES

Consoclidated Balance Sheets

As of December 31,

(In thousands of dollars)

2001

Assets
Current Assets
Cash and cash equivalents
Accounts receivable {less allowances for
doubtful accounts of $26,868, $30,552,
and $23,436, respectively)
Inventories
Prepaid expenses and other assets
Deferred income tax benefits

$ 208,528

423,240
721,178
36,665
95,336

$ 168,846

454,180
634,654
37,477
97,454

$ 63,384

608,297
704,071
25,173
82,077

Total current assets

Property, Buildings, and Equipment

1,484,947

1,392,611

1,483,002

Land 154,065 150,335 147,437
Buildings, structures, and improvements 769,124 722,043 711,392
Furniture, fixtures, machinery, and equipment 569,669 514,046 449,198
1,492,858 1,386,424 1,308,027
Less accumulated depreciation and amortization 756,051 696,706 631,630
Property, buildings, and equipment-net 736,807 689,718 676,397
Deferred income Taxes 20,541 — 8,820
Investments in Unconsolidated Entities 15,988 4,776 23,838
Other Assets
Goodwill 142,140 177,753 180,644
Customer lists and other intangibles 83,644 93,622 89,611
235,784 271,375 270,255
Less accumulated amortization 117,089 115,892 111,094
118,695 155,483 159,161
Investments 5,315 27,023 27,761
Capitalized software—net 30,247 39,207 56,118
Sundry 24,908 22,428 24,504
Other assets—net 179,165 244141 267,544
Total Assets $2,437,448 $2,331,246 $2,459,601
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W.W. GRAINGER, INC., AND SUBSIDIARIES

Consolidated Balance Sheets

(continued)

As of December 31,

(In thousands of dollars, except for per share amounts) 2002 2001 2000
Liabilities and Sharehoiders’ Equity
Current Liabilities
Short-term debt $ 2,967 $ 4526 $ 173,538
Current maturities of long-term debt 6,505 12,520 22,770
Trade accounts payable 290,807 275,893 283,112
Accrued compensation and benefits 67,114 64,549 70,756
Accrued contributions to employees’ profit sharing plans 62,982 60,103 54,739
Accrued expenses 117,989 127,108 113,057
Income taxes 37,902 9,112 29,352
Total current liabilities 586,266 553,811 747,324
Long-Term Debt (less current maturities) 119,693 118,219 125,258
Deferred Income Taxes — 1,239 —
Accrued Employment-Related Benefits Costs 63,791 54,649 49,537
Minority Interest —_— 139 96
Shareholders’ Equity
Cumulative Preferred Stock— $5 par value-12,000,000
shares authorized; none issued nor outstanding — — —
Common Stock-$0.50 par value-
300,000,000 shares authorized;
issued, 109,017,642, 108,473,703,
and 108,037,082 shares, respectively 54,509 54,237 54,019
Additional contributed capital 378,942 289,201 276,817
Retained earnings 2,083,072 1,937,972 1,837,298
Unearned restricted stock compensation (17,144) (17,722) (22,720)
Accumulated other comprehensive losses (35,742) (29,553) (18,832)
Treasury stock, at cost-17,449,587, 15,129,062,
and 14,104,212 shares, respectively (796,939) (630,946) (589,196)
Total shareholders’ equity 1,667,698 1,603,189 1,537,386
Total Liabilities and Shareholders’ Equity $2,437,448 $2,331,246 $2,459,601

The accompanying notes are an integral part of these financial statements.
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W.W. GRAINGER, INC., AND SUBSIDIARIES

For the Years Ended December 31,

(In thousands of dollars) 2002 2001 2000

Cash flows from operating activities:

Net earnings $211,567 $ 174,530 $ 192,903
Provision for losses on accounts receivable 13,328 21,483 18,076
Deferred income taxes (6,480) (8,938) (7,612)
Depreciation and amortization:

Property, buildings, and equipment 75,226 77,737 81,898

Goodwill and other intangibles 677 5,989 8,746

Capitalized software 17,585 19,483 16,249
Tax benefit of stock incentive plans 5,897 1,814 3,198
Gains on sales of investment securities (7,308) (138) (30,017)
Net (gains) losses on sales of property, buildings, and equipment (5,219) (1,613) 638
Noncash restructuring (credit) charge (1,939) 11,996 —
Write-down of investments 3,192 7,400 —
Losses on unconsolidated entities 3,025 25,228 10,855
Cumulative effect of accounting change 23,921 — —

Change in operating assets and liabilities—
net of business acquisition, joint venture
contributions, and asset write-downs:

Decrease (increase) in accounts receivable 14,514 130,521 (66,332)
(Increase) decrease in inventories (97,297) 66,446 54,468
Increase in prepaid expenses (72) (13,286) (7,163}
fncrease (decrease) in trade accounts payable 14,801 (7,168) (27,017)
(Decrease) increase in other current liabilities (867) 12,773 2,909
Increase (decrease) in current income taxes payable 27,824 (24,158} 15,455
Increase in accrued employment-related benefits costs 7,086 5,112 8,819
Other-net 4,009 3,970 2,322
Net cash provided by operating activities 303,470 509,181 278,395

Cash flows from investing activities:

Additions to property, buildings, and equipment (133,978) (100,451) (65,507)
Proceeds from sales of property, buildings, and equipment—net 16,158 12,080 1,063
Additions to capitalized software (10,047) (6,717) (29,4006)
Proceeds from sales of investment securities 15,957 1,015 31,665
Purchases of investment securities — — (5,000)
Net cash paid for business acquisition —_ (14,407) —
Investments in unconsolidated entities (3,211) (5,764) (26,862)
Distributions from unconsolidated entities 8,959 — —_
Other—net 404 180 (774)

Net cash used in investing activities (105,758) (114,064) (94,821)
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Consolidated Statements of Cash Flows

(continued)

For the Years Ended December 31,

(In thousands of dollars) 2002 2001 2000
Cash flows from financing activities:
Net decrease in short-term debt $ (2,830) $(169,012) $(123,298)
Long-term debt payments (118,760) (10,250} (70)
Long-term debt issuance 113,810 — —
Stock options exercised 17,076 7,981 6,011
Proceeds from sale of treasury stock — 24,366 —
Purchase of treasury stock-net (99,882) (74,631) (947)
Distributions (to) and contributions from minority interest — (91) 100
Cash dividends paid (66,467) (65,445) (62,863)
Net cash used in financing activities (158,053) (287,082) (181,067)
Exchange rate effect on cash and cash equivalents 23 (2,573) (1,806)
Net Increase in Cash and Cash Equivalents 39,682 105,462 701
Cash and cash equivalents at beginning of year 168,846 63,384 62,683
Cash and cash equivalents at end of year $ 208,528 $ 168,846 $ 63,384
Supplementai cash fiow information:
Cash payments for interest (net of amounts capitalized) $ 7,197 $ 10,501 $ 24,578
Cash payments for income taxes 133,975 154,228 112,934
Noncash investing activities:
Fair value of noncash assets acquired in business acquisition $ —_ $ 17,175 $ —
Liabilities assumed in business acquisition — (2,768) —
(Decrease) increase in fair value
of investment securities, net of tax (6,019) 4,736 (78,136)
Investments in unconsolidated entities 19,618 — 7,831

The accompanying notes are an integral part of these financial statements.
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Consolidated Statements of Shareholders’ Equity

(In thousands of dollars,
except for per share amounts)

Common
Stock

Additional
Contributed
Capital

Retained
Earnings

Unearned
Restricted
Stock
Compensation

Accumulated
Other
Comprehensive
Earnings (Loss)

Treasury
Stock

Balance at January 1, 2000
Exercise of stock options
Issuance of 367,500 shares
of restricted stock
Cancellation of 70,500 shares
of restricted stock
Amortization of unearned
restricted stock compensation
Purchase of 31,400 shares
of treasury stock, net of
6,480 shares issued
Cumulative translation adjustments
Unrealized holding loss
on investments, net of tax
Reclassification adjustments
for realized gains included
in net earnings
Net earnings
Cash dividends paid
($0.670 per share)

$53,730
140

184

$255,569
8,859

15,143
(2,975)

210

11

$1,707,258

192,903

(62,863)

$(16,581)

(15,450)
3,010

6,301

$ 68,791

(9,487)

(60,066)

(18,070)

$(588,238)

Balance at December 31, 2000
Exercise of stock options
Issuance of 55,000 shares of
restricted stock, net of
28,216 shares retained
Issuance of 192,275 shares
of restricted stock related to
executive stock purchase
Cancellation of 114,655 shares
of restricted stock
Issuance of 787,020 shares
of treasury stock related to
executive stock purchase
Remeasurement of restricted stock
Amortization of unearned
restricted stock compensation
Purchase of 1,820,000 shares
of treasury stock, net of
8,130 shares issued
Cumulative translation adjustments
Unrealized holding gain on
investments, net of tax
Reclassification adjustments
for realized gains included
in net earnings
Net earnings
Cash dividends paid
($0.695 per share)

$54,019
166

13

$276,817
9,476

{849)

5,857
(2,785)
(72)

526

263

(32)

$1,837,298

(8,411)

174,530

(65,445)

$(22,720)

(2,807)

(5,953)

4,842

$(18,832)

(15,457)

4,820
(84)

$(589,196)

(74,599)

Balance at December 31, 2001

$54,237

$289,201

$1,937,972

$(17,722)

$(29,553)

$(630,946)

38
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Consolidated Statements of Shareholders’ Equity

(continued)

Unearned Accumulated
Additional Restricted Other

(In thousands of dollars, Common Contributed Retained Stock Comprehensive Treasury
except for per share amounts) Stock Capital Earnings Compensation Earnings (Loss) Stock
Balance at December 31, 2001 $54,237 $289,201 ($1,937,972 $(17,722) $(29,553) | $(630,946)
Exercise of stock options 291 22,386 — — — 46
Issuance of 110,000 shares

of restricted stock, net of

35,224 shares retained 37 4,631 — (6,327) — —
Remeasurement of restricted stock —_ 132 — — — —
Cancellation of 16,360 shares

of restricted stock (8) (1,017) — 507 — —
Conversion of restricted stock to

restricted stock units (48) 48 — — — —
Amortization of unearned

restricted stock compensation — 250 — 6,398 — —
Purchase of 4,801,600 shares

of stock, net of 4,695,725

shares transferred in connection

with related party transaction — 64,267 — —_ — {66,113)
Purchase of 2,221,500 shares

of treasury stock, net of

5,850 shares issued — 44 — — —_ (99,926)
Cumulative translation adjustments — — — — (170) —
Unrealized holding losses

on investments, net of tax — — — — (2,383) -
Reclassification adjustments for

realized gains included

in net earnings — — —_— — (3,636) —
Net earnings — —_ 211,567 — —_ —
Cash dividends paid ($0.715 per share) — — (66,467) — — —
Balance at December 31, 2002 $54,509 $379,942 {$2,083,072 $(17,144) $(35,742) | $(796,939)

The accompanying notes are an integral part of these financial statements.
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~— Docomber 31, 202,200 and 00— —

Notes to Consolidated Financial Statements

Note 1—Background and Basis of Presentation

Industry Information

The Company is the leading broad-line supplier of facilities
maintenance products in North America.

Management Estimates

In preparing financial statements in conformity with accounting
principles generally accepted in the United States of America,
management is required to make estimates and assumptions
that affect the reported amounts of assets and liabilities, the
disclosure of contingent assets and liabilities, and revenues and
expenses. Actual results could differ from those estimates.

Reclassifications

Certain amounts in the 2001 and 2000 financial statements,
as previously reported, have been reclassified to conform to
the 2002 presentation.

Principles of Consolidation

The consolidated financial statements include the accounts of
the Company and its subsidiaries. All significant intercompany
transactions are eliminated from the consolidated financial
statements.

Foreign Currency Translation

The financial statements of the Company's foreign subsidiaries
are generally measured using the local currency as the
functional currency. Net exchange gains or losses resulting from
the translation of financial statements of foreign operations and
related long-term debt are recorded as a separate component of
shareholders’ equity.

Investments in Unconsolidated Entities

For investments in which the Company owns or controls

from 20% to 50% of the voting shares, the equity method of
accounting is used. The Company also accounts for investments
below 20% using the equity method when significant influence
over operating and financial policies of the investee company
can be exercised for those investments. See Note 9 to the
Consolidated Financial Statements.

Nete 2—Summary of Significant Accounting Policies

Revenue Recognition

Revenues recognized include product sales, billings for freight
and hand!ing charges, and fees earned for services provided.
The Company recognizes product sales and billings for freight
and handling charges primarily on the date products are shipped
to, or picked up by, the customer. The Company’s standard
shipping terms are FOB shipping point. On occasion, the
Company will negotiate FOB destination terms. These sales are
recognized upon delivery to the customer. Fee revenues, which
account for less than 1% of total revenues, are recognized after
services are completed.

Cost of Merchandise Sold

Cost of merchandise sold includes product costs and
product related costs, freight-out costs, and handling costs.
The Company defines handling costs as those costs incurred
to fulfill a shipped sales order,

Warehousing, Marketing, and Administrative Expenses

The Company includes in this category purchasing, branch
operations, information services, and marketing and selling,
as well as other types of general and administrative costs.

Stock Incentive Plans

The Company maintains various stock incentive plans.

See Note 16 for additional information regarding these plans.
The Company accounts for these plans under the recognition
and measurement principles of Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued to Employees,”
and related interpretations. The Company recognizes
compensation cost for restricted shares and restricted stock
units to employees. No compensation cost is recognized for
stock option grants. All options granted under the Company’s
plans had an exercise price equal to the market value of the
underlying common stock on the date of grant. The following
table illustrates the effect on net earnings and earnings per share
if the Company had applied the fair value recognition provisions
of Financial Accounting Standards Board (FASB) Statement of
Financial Accounting Standards (SFAS) No. 123, “Accounting
for Stock-based Compensation,” to stock-based compensation.
The following table also provides the amount of stock-based
compensation cost included in net earnings as reported.

For the Years Ended December 31,

(In thousands of dollars,
except for per

share amounts) 2002 2001 2000

Net earnings as reported [ $211,567 |$174,530 |$192,903
Deduct:
Total stock-based
employee
compensation
expense determined
under the fair value
based method
for all awards, net
of related tax (14,707)

(12,261) (9,772)

Pro forma net earnings $196,860 [$162,269 |[$183,131

Earnings per share:
Basic—as reported
Basic-pro forma
Diluted-as reported
Diluted~pro forma

Stock-based employee
compensation cost,
net of related tax,
included in net
earnings as reported

2.30
2.14
2.24
2.10

1.87
1.74
1.84
1.72

2.07
1.97
2.05
1.94

# B B
¥ B 5 P
“ P B P

$ 4,083 |$ 5554 |$ 4,002

Advertising

Advertising costs are expensed in the year the related
advertisement is first presented. Cooperative reimbursements
from vendors, which offset advertising costs, are recorded when
the related advertising is expensed. Advertising expense was
$26.6 million, $55.1 million, and $65.8 million for 2002,
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2001, and 2000, respectively. For interim reporting purposes,
advertising expense is amortized equally over each period, based
on estimated expenses for the full year. Advertising costs for
media that have not been presented by December 31 are
capitalized in prepaid expenses. Amounts included in prepaid
expenses at December 31, 2002, 2001, and 2000 were

$13.7 million, $13.6 million, and $6.5 million, respectively.

Software Costs

The Company does not sell, lease, or market software. The
CD-ROM used by the Company's customers is a version of the
catalog and is distributed at no charge. Costs associated with
the CD-ROM are expensed in the year incurred.

income Taxes

The Company accounts for income taxes in accordance with
SFAS No. 109, “Accounting for Income Taxes.” Income taxes
are recognized during the year in which transactions enter into
the determination of financial statement income, with deferred
taxes being provided for temporary differences between financial
and tax reporting.

Other Comprehensive Earnings

The Company’s other comprehensive earnings include unrealized
gains and losses on investments, net of tax, and foreign currency
translation adjustments with no related income tax effects.
The cumulative amounts of other comprehensive losses were
$35.7 million, $29.6 million, and $18.8 million, at
December 31, 2002, 2001, and 2000, respectively.

Allowance for Doubtful Accounts

The Company establishes reserves for customer accounts that
are potentially uncollectible. The methods used to estimate the
allowances are based on several factors including the age of the
receivable, the historical ratio of actual write-offs to sales, and
projected write-offs. These analyses take into consideration
economic conditions that may have an impact on a specific
industry, group of customers, or a specific customer. The
reserves could be materially different if economic conditions
change or actual results deviate from historical trends.

Inventories

Inventories are valued at the lower of cost or market. Cost is
determined primarily by the last-in, first-out (LIFO) method,
which accounts for approximately 85% of total inventory.
For foreign operations, cost is determined by the first-in,
first-out (FIFO) method.

Purchased Tax Benefits

The Company purchased tax benefits through leases as provided
by the Economic Recovery Tax Act of 1981. Realized tax benefits,
net of repayments, are included in Deferred Income Taxes.

Property, Buildings, and Equipment
Property, buildings, and equipment are valued at cost.

For financial statement purposes, depreciation and
amortization are provided in amounts sufficient to relate the
cost of depreciable assets to operations over their estimated
service lives, principally on the declining-balance and sum-of-

the-years-digits methods. The principal estimated useful lives
used in determining depreciation are as follows:

‘ Buildings, structures, and improvements 10 to 45 years

' Furniture, fixtures, machinery, and equipment 3 to 10 years

Improvements to leased property are amortized over the
initial terms of the respective leases or the estimated service
lives of the improvements, whichever is shorter. The Company
capitalized interest costs of $0.6 million, $1.3 million, and
$0.7 million in 2002, 2001, and 2000, respectively.

Long-Lived Assets

The Company has adopted SFAS No. 144, “Accounting for

the Impairment or Disposal of Long-Lived Assets,” effective
January 1, 2002. SFAS No. 144 addresses financial accounting
and reporting for the impairment or disposal of long-lived assets.
This statement supersedes SFAS No. 121, “Accounting for the
Impairment of Long-Lived Assets and for Long-Lived Assets to
Be Disposed Of,” and the accounting and reporting provisions
of Accounting Principles Board Opinion No. 30, “Reporting

the Results of Operations — Reporting the Effects of Disposal

of a Segment of a Business, and Extraordinary, Unusual

and Infrequently Occurring Events and Transactions,” for

the disposal of a segment of a business. The adoption of this
statement did not have a material effect on the Company's
results of operations or financial position.

Insurance Reserves

The Company purchases insurance for catastrophic exposures
and those risks required to be insured by law. It also retains a
significant portion of the risk of losses related to workers’
compensation, general liability, and property. Reserves for these
potential losses are based on an external analysis of the Company’s
historical claims results and other actuarial assumptions.

Warranty Reserves

The Company generally warrants the products it sells against
defects for one year. For a significant portion of warranty claims,
the manufacturer is responsible for the expenses associated with
this warranty. For warranty expenses not covered by the
manufacturer, the Company provides a reserve for costs based
on historical experience. The reserve activity was as foilows:

As of December 31,
(In thousands of dollars) 2002 2001 2000
Beginning balance $ 2,368 $ 2,597 $ 2,587
Returns (8,415) (7,730) (7,973)
Provisions 9,047 7,501 7,983
Ending balance $ 3,000 $ 2,368 $ 2,597

Cash Flows

The Company considers investments in highly liquid debt
instruments, purchased with an original maturity of ninety
days or less, to be cash equivalents. For cash equivalents,
the carrying amount approximates fair value due to the short
maturity of these instruments.
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New Accounting Standards

In April 2002, the FASB issued SFAS No. 145, “Rescission
of FASB Statements No. 4, 44, and 64, Amendment of FASB
Statement No. 13, and Technical Corrections.” SFAS No. 145
addresses a variety of accounting practices. lts provisions
related to the rescission of SFAS No. 4 (Reporting Gains and
Losses from Extinguishment of Debt) are effective for fiscal
years beginning after May 15, 2002. Its provisions related

to SFAS No. 13 (Accounting for Leases) are effective for
transactions occurring after May 15, 2002. All other provisions
are effective for financial statements issued on or after

May 15, 2002. SFAS No. 44 was titled “Accounting for
Intangible Assets of Motor Carriers.” SFAS No. 64 was titled
“Extinguishments of Debt Made to Satisfy Sinking-Fund
Requirements.”

The Company adopted the provisions of SFAS No. 145 that
were effective as of May 15, 2002. This adoption did not have a
material effect on the Company’s results of operations or financial
position. The Company does not expect adoption of the provisions
that are effective for fiscal years beginning after May 15, 2002,
to have a material effect on its results of operations or financial
position.

In June 2002, the FASB issued SFAS No. 146, “Accounting
for Costs Associated with Exit or Disposal Activities.” It requires
recognition of costs associated with exit or disposal activities at
the time they are incurred rather than at the date of a commitment
to an exit or disposal plan. The statement is effective for exit
or disposal activities initiated after December 31, 2002. The
Company does not expect adoption of this statement to have a
material effect on its results of operations or financial position.

In November 2002, the Emerging Issues Task Force of the
FASB reached consensus on Issue 02-16, “Accounting by a
Customer for Certain Consideration Received from a Vendor.”
The consensus reached was that cash consideration from a
vendor is presumed to be a reduction of the prices of the vendor’s
products and should be recognized as a reduction of cost of
merchandise sold. It also reached consensus on when a customer
should recognize a rebate or refund that is payable when the
customer completes a specific levei of purchases. Recognition
should occur when the rebate or refund is probable and reasonably
estimable and should be based on a systematic and rational
method. This is effective for .arrangements entered into after
November 21, 2002, The Company does not expect adoption
to have a material effect on its results of operations or
financial position.

In November 2002, the FASB issued Interpretation No. 45
(FIN 45), “Guarantor’'s Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees of Indebtedness
of Others.” It is an interpretation of FASB Statements No. 5, 57,
and 107 and rescission of FASB Interpretation No. 34. FIN 45
elaborates on the disclosures to be made by a guarantor in its
interim and annual financial statements about its obligations
under certain guarantees that it has issued. It also clarifies that
a guarantor is required to recognize at the inception of a guarantee
a liability for the fair value of the obligation undertaken in issuing
the guarantee. Initial recognition and measurement provisions
of FIN 45 are applicable on a prospective basis to guarantees
issued or modified after December 31, 2002, irrespective of the

guarantor’s fiscal year-end. Disclosure requirements of FIN 45
are effective for financial statements of interim or annual periods
ending after December 15, 2002. The Company does not expect
adoption of this interpretation to have a material effect on

its results of operations or financial position, and it has
complied with the disclosure requirements for the year ended
December 31, 2002. The Company has guaranteed certain bank
loans of employees as disclosed in Note 16 to the Consolidated
Financial Statements and has certain other guarantees as disclosed
in Note 25 to the Consolidated Financial Statements.

In December 2002, the FASB issued SFAS No. 148,
“Accounting for Stock-Based Compensation—Transition and
Disclosure.” It amends SFAS No. 123, “Accounting for Stock-
Based Compensation,” to provide alternative methods of
transition for a voluntary change to the fair value based method
of accounting for stock-based employee compensation. It also
amends the disclosure requirements of SFAS No. 123 to require
more prominent disclosures in both annual and interim financial
statements about the method of accounting for stock-based
employee compensation and the effect of the method on
reported amounts. The amendments to SFAS No. 123 in
paragraphs 2(a)-2(e) were effective for financial statements for
fiscal years ending after December 15, 2002, and were adopted
by the Company in 2002. This adoption did not have a material
effect on the Company’s resuits of operations or financial position.
The amendment to SFAS No. 123 in paragraph 2(f) and the
amendment to Opinion 28 in paragraph 3 are effective for
financial reports containing condensed financial statements
for interim periods beginning after December 15, 2002. The
Company does not expect adoption of these portions of the
statement to have a material effect on its results of operations
or financial position.

In January 2003, the FASB issued Interpretation No. 46
(FIN 46), "Consolidation of Variable Interest Entities.” It is an
interpretation of Accounting Research Bulietin No. 51 and revises
the requirements for consolidation by business enterprises of
variable interest entities. FIN 46 applies immediately to variable
interest entities created after January 31, 2003, and to variable
interest entities in which an enterprise obtains an interest after
that date. It applies in the first fiscal year or interim period
beginning after June 15, 2003, to variable interest entities in
which an enterprise holds a variable interest acquired before
February 1, 2003. FIN 46 applies to public enterprises as of
the beginning of the applicable interim or annual period and to
nonpublic enterprises as of the end of the applicable annual
period. It may be applied prospectively with a cumulative-effect
adjustment as of the date on which it is first applied or by restating
previously issued financial statements for one or more years with
a cumulative-effect adjustment as of the beginning of the first
year restated. The Company is not party to any variable interest
entity. It does not expect adoption of this interpretation to have a
material effect on its results of operations or financial position.

Note 3—Goodwill and Other Intangibles

On July 20, 2001, the FASB issued SFAS No. 141, “Business
Combinations,” and SFAS No. 142, “Goodwill and Other
Intangible Assets.” As a result of adopting SFAS No. 141
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and SFAS No. 142, the Company’s accounting policies for
goodwill and other intangibles changed effective January 1, 2002,
as described below:

Intangibles subject to amortization. The Company
recognizes an acquired intangible apart from goodwill whenever
the intangible arises from contractual or other legal rights, or
whenever it can be separated or divided from the acquired entity
and sold, transferred, licensed, rented, or exchanged, either
individually or in combination with a related contract, asset,
or liability. Such intangibles are amortized over their estimated
useful lives of seven to 17 years. Impairment losses are
recognized if the carrying amount of an intangible subject
to amortization is not recoverable from expected future cash
flows and its carrying amount exceeds its fair value. Intangible
amortization is expected to be $0.6 million per year for
2003 through 2007.

Goodwill and intangibles with indefinite lives. The Company
recognizes goodwill as the excess cost of an acquired entity
over the net amount assigned to assets acquired and liabilities
assumed. Prior to January 1, 2002, goodwill was amortized over
periods of up to 40 years. Beginning January 1, 2002, goodwill
is no longer amortized. Goodwill will be tested for impairment
on an annual basis and between annual tests whenever there
is an impairment indicated. Impairment losses wil! be
recognized whenever the implied fair value of goodwill is less
than its carrying value. Beginning January 1, 2002, intangibles
with indefinite lives are no longer amortized. They are tested
for impairment by comparing their carrying value to fair

value annually or whenever there is an impairment indicated.
Impairment losses will be recognized whenever the fair value
is less than the carrying value.

In the second quarter of 2002, the Company completed
its initial process of evaluating goodwill for impairment in
adopting SFAS No. 142. Fair values of reporting units were
estimated using a present value method that discounted future
cash flows. When available and as appropriate, comparative
market multiples were used to corroborate results of the
discounted cash flows. As a result of application of the new
impairment methodology introduced by SFAS No. 142, the
Company recorded a noncash charge to earnings of $32.3 million
($23.9 million after-tax, or $0.26 per diluted share) related to
the write-down of goodwill of its Canadian subsidiary, Acklands-
Grainger Inc. (Acklands). Previous accounting rules incorporated
a comparison of book value to undiscounted cash flows, whereas
new rules require a comparison of book value to discounted cash
flows, which are lower. There were no material adjustments
relating to the classification of the Company’s intangible assets
or amortization periods as a result of adopting SFAS No. 142,
In November 2002, the Company performed its annual evaluation
of goodwill for impairment and no further write-downs were
required.

Reported net earnings would have been as set forth below
if SFAS No. 142 had been in effect for all periods presented
and excludes amortization expense (including any related tax)
related to goodwill and other intangible assets that are no tonger
being amortized.

For the Years Ended December 31,

(In thousands of dollars, except for per share amounts) 2002 2001 2000

Earnings before cumulative effect of accounting change, as reported $235,488 $174,530 $192,903

Amortization, net of tax — 3,253 2,610
Adijusted earnings before cumulative effect of accounting change $235,488 $177,783 $195,513

Net earnings as reported $211,567 $174,530 $192,903

Amortization, net of tax — 3,253 2,610
Adjusted net earnings $211,567 $177,783 $195,513

Before cumulative effect of accounting change:

Basic earnings per share:

As reported $ 256 $ 1.87 $ 2.07

Change in amortization expense — 0.03 0.03
Adjusted basic earnings per share $ 256 $ 190 $ 210

Diluted earnings per share:

As reported $ 250 $ 184 $ 205

Change in amortization expense — 0.03 0.03
Adjusted diluted earnings per share $ 250 $ 187 $ 208

After cumulative effect of accounting change:

Basic earnings per share:

As reported $ 230 $ 187 $ 207

Change in amortization expense — 0.03 0.03
Adjusted basic earnings per share $ 230 $ 1.90 $ 210

Diluted earnings per share:

As reported $ 224 $ 184 $ 205

Change in amortization expense — 0.03 0.03
Adjusted diluted earnings per share $ 224 $ 1.87 $ 208
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The change in the carrying amount of goodwill by segment
from December 31, 2001, to December 31, 2002, is as follows:

Goodwill, Net by Segment

J

(In thousands of dollars)

December 31,
2001

Transfer to
Investment in
Joint Venture

December 31,
2002

Translation
and Other

Transition
Impairment

Branch-based Distribution
Lab Safety
Integrated Supply

$125,443
25,002

$ 89,323
25,105

$(32,265)

$1,208
103

$(5,063)

Total

$150,445

$(32,265) $(5,063) T $1,311 $114,428

The Company’s balances of other intangibles were as follows:

As of December 31,

(In thousands of dollars) 2002 2001
Other amortizable intangibles, gross $91,970 | $91,970
Accumulated amortization (88,525) (87,744)
Other amortizable intangibles, net $ 3,445 | $ 4,226
Other intangibles with

indefinite lives, net $ 822 |$ 812

Note 4—Business Acguisition

On February 26, 2001, Lab Safety Supply, Inc., the

Company’s wholly owned subsidiary, acquired The Ben Meadows
Co., Inc. (Ben Meadows), for approximately $14.4 million,
including costs associated with the acquisition.

Ben Meadows, a privately held U.S. corporation with annual
sales of $20 million, was a business-to-business direct marketer
specializing in equipment and supplies for the environmental
and forestry management markets. The acquisition was
accounted for under the purchase method of accounting. Results
for Ben Meadows are included in the Company’s results since
the date of its acquisition. Given the size of the acquisition,
pro forma disclosures are not considered necessary.

Mote 5—Special Charges

On April 23, 2001, the Company announced plans to shut
down the operations of Material Logic, with the exception of
FindMRO, and write down its investment in other digital
activities. The Company launched Material Logic in January
2001 as a utility for large customers to facilitate the purchase
of facilities maintenance products over the Internet. Material
Logic would have allowed large customers to access a single,
networked catalog containing easily searchable and detailed
product information, pre-negotiated prices, and availability
information for indirect materials from major distributors.

In order for Material Logic to grow, it needed broad industry
support and funding from other equity participants. The
Company closed Material Logic in April 2001 because economic
and market conditions made it difficult to find funding partners
and the market developed slower than anticipated. The
Company shut down all of Material Logic’s branded e-commerce
sites except FindMRO, which remains an integrated sourcing
service for the Company’s customers. Effective June 1, 2001,
the results for FindMRO were added to the Branch-based
Distribution Businesses segment.

In connection with the closing of Material Logic, the Company
took a pretax charge of $39.1 miliion (after-tax $23.2 million)
in 2001. The Company provided a comprehensive separation
package, including outplacement services, to the employees
whose jobs were eliminated. As part of the shutdown,

166 employees were severed. Severance payments began

in July 2001 and will continue until June 2004, when the last
severance package expires. Other shutdown costs include lease
obligations which, if not settled earlier, will continue until 2004.
In 2002, the Company reduced the reserve by $1.9 million to
reflect management’s current estimate of costs.

In addition, as part of other income and expense, the Company
wrote down its investment in other digital enterprises and took a
pretax charge of $25.1 million (after-tax $13.4 million) in 2001.
This included a $20.1 million pretax loss on the divestiture of
the Company’s 40% investment in Works.com, Inc. (Works.com),
which was recorded as Loss on liguidation of equity in
unconsolidated entity. The Company acquired its ownership in
Works.com, an unrelated third party, on August 1, 2000, when
the Company’s OrderZone.com business unit was combined with
Works.com. Also included was a $5.0 million write-down to net
realizable value of investments in other digital businesses,
which was recorded in Unclassified-net.

The total effect of these charges amounted to an after-tax
cost of $36.6 million, or $0.39 per share, in 2001.
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The following tables show the activity from April 23, 2001,
to December 31, 2002, and balances of the Material Logic
restructuring reserve:

April 23, December 31,

(In thousands of dollars) 2001 Deductions Adjustments 2001
Restructuring reserve (Operating expenses):

Workforce reductions $17,200 $ (9,264) $(3,056) $4,880

Asset and equipment write-offs and disposals 5,800 (4,277) (587) 936

Contractual obligations 5,000 (7,482) 2,482 —

Other shutdown costs 12,000 (8,570) 231 3,661

$40,000 $(29,593) $ (930) $9,477

December 31, December 31,—|

(In thousands of dollars) 2001 Deductions Adjustments 2002
Restructuring reserve (Operating expenses):

Workforce reductions $4,880 $(2,737) $ (499) $1,644

Asset and equipment write-offs and disposals 936 (936) — —

Other shutdown costs 3,661 (1,371) (1,440) 850

$9,477 $(5,044) $(1,939) $2,494

Deductions in 2001 reflect cash payments of $17.6 million
and noncash charges of $12.0 miliion.

Deductions in 2002 reflect cash payments of $4.1 million
and noncash charges of $0.9 million. The amounts in the
adjustments column are reclassifications and reductions to reflect
management's current estimate of costs, by expense category.

Note 6—Concentration of Credit Risk

The Company places temporary cash investments with
institutions of high credit quality and, by policy, limits the
amount of credit exposure to any one institution.

The Company has a broad customer base representing many
diverse industries doing business in all regions of the United
States as well as other areas of North America. Consequently,
no significant concentration of credit risk is considered to exist.

Note 7—Allowance for Doubtful Accounts
The following table shows the activity of allowance for
doubtful accounts:

For the Years Ended December 31,

(In thousands of doilars) 2002 2001 2000
Balance at beginning

of period $30,552 | $23436 | $18,369
Charged to costs

and expenses 13,328 21,483 18,076
Deductions (a) (17,012) (14,367) (13,009)
Balance at

end of period $26,868 | $30,552 | $23,436

(@) Accounts charged off as uncollectible, iess recoveries.

Note 8—Inventories
Inventories primarily consist of merchandise purchased for resale.
Inventories would have been $228.1 million, $225.1 million,
and $227.8 miilion higher than reported at December 31,
2002, 2001, and 2000, respectively, if the first-in, first-out
(FIFQ) methed of inventory accounting had been used for all
Company inventories. Net earnings would have increased
(decreased) by $1.8 million, $(1.6) million, and $(0.7) million
for the years ended December 31, 2002, 2001, and 2000,
respectively, using the FIFO method of accounting. Inventories
under FIFO approximate replacement cost.

Mote 9—Investments in Unconsolidated Entities
During 2001 and 2000, the Company made investments in
several Internet related start-up joint ventures.

On August 1, 2000, the Company completed a transaction
that combined the assets of its OrderZone.com business with
Works.com. The Company’s investment in Works.com consisted
of $21 million in cash, contribution of net assets at their
historic cost of $8.1 million, and costs incurred of $3.2 million.
In addition, the Company agreed to make Works.com’s
purchasing management service and marketplace available
to the Company’s small and mid-size customers through
grainger.com. For its contributions, the Company received
a 40% equity stake in the combined company, which was
subject to certain voting and transfer restrictions. Subsequent
to August 1, 2000, the Company accounted for its interest in
Works.com using the equity method. Prior to August 1, 2000,
the results of OrderZone.com were included in the consolidated
results of the Company. In the second quarter of 2001, the
Company divested its 40% ownership share of Works.com, Inc.
See Note 5 to the Consolidated Financial Statements.
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On February 1, 2002, the Company finalized the agreement
creating the joint venture USI-AGI Prairies Inc. The joint
venture was between Acklands and Uni-Select inc. (Uni-Select),
a Canadian company. The joint venture combined Uni-Select’s
Western Division with the automotive aftermarket division of
Acklands, which operated as Bumper to Bumper. Acklands'
contribution of net assets was approximately U.S.$14.6 million.
Additionally, Acklands’ carrying value of its investment in this
joint venture includes U.S.$5.1 million of allocated goodwill,
The Company has a 50% stake in the new entity, which is
managed by Uni-Select. Net sales for the automotive
aftermarket parts division of Acklands were approximately
U.S.$33 million in 2001.

No gain or loss was recognized when this transaction was
finalized. Through February 1, 2002, the results of the Company’s
automotive aftermarket parts division were consolidated with
Acklands. Beginning February 2, 2002, the Company accounted
for its joint venture investment using the equity method.

The Company also made investments in three other joint
ventures. The Company accounts for these joint ventures using
the equity method of accounting. The Company’s ownership
percentages for these joint ventures range from 11% to 49%.
As start-up businesses, the time frame or the ultimate ability to
achieve profitability is uncertain. Reaching profitability is also
dependent upon the entities securing sufficient capital funding
to support developmental activities. The losses reflect the start-
up nature of these businesses.

The table below summarizes the activity of these investments.

Cumulative
After-Tax
Equity
Investment Income
(In thousands of dollars) Cost (Losses) Total
Balance at
January 1, 2000 $ — 13 — 3 —
Works.com 32,284 (10,031) 22,253
Other equity
investments 2,409 (824) 1,585
Balance at
December 31, 2000 34,693 (10,855) 23,838
Works.com — (4,608) (4,608)
Other equity
investments 5,764 (2,597) 3,167
Divestiture of
Works.com (17,621) — (17,621)
Balance at
December 31, 2001 22,836 (18,060) 4,776
USI-AGH
Prairies inc. 19,985 970 20,956
Distribution of cash
from USI-AGI
Prairies Inc. (8,959) — (8,959)
Other equity
investments 3,211 (3,995) (785)
Balance at
December 31, 2002 $37,073 | $(21,085) | $ 15,988

Note 10—Investments
investments consist of marketable securities and non-publicly
traded equity securities for which a market value is not readily
determinable. Marketable securities are all classified as
available-for-sale and are reported at fair value, with unrealized
gains or losses on such securities reflected, net of taxes, as a
separate component of shareholders’ equity. In accordance with
SFAS No. 115, “Accounting for Certain Investments in Debt and
Equity Securities,” the Company evaluates whether a decline
in fair value below cost is other than temporary based on the
amount of unrealized losses and their duration. Other-than-
temporary impairments are recognized in earnings. Non-publicly
traded equity securities are reported at lower of cost or
estimated net realizable value. Adjustments to net realizable
value are recognized in earnings. There have been no dividends
earned on these investments. During 2002, 2001, and 2000,
the Company sold a portion of its marketable securities
investments. The gains on these sales were calculated using
the specific identification method and were reported in
Unclassified-net.

The original cost, pretax realized and unrealized (losses)
gains, adjustments to net realizable value, and fair value of
investments are summarized as follows:

As of December 31,

(In thousands of dollars) 2002 2001 2000
Marketable securities
Cost $ 6,521 $16,517 $16,852
Unrealized (losses)
gains, net (1,206) 8,661 909
Fair value 5,315 25,178 17,761
Non-publicly traded
equity securities,
at estimated net
realizable value — 1,845 10,000
$ 5,315 $27,023 $27,761
Proceeds from sales $15,957 $ 1,015 $31,665
Realized gains on sales $ 7,308 $ 138 $30,017
Reductions to net
realizable value $(1,845) | $(8,155) | $ —

Note 11—Capitalized Software

Amortization of capitalized software is predominately on a
straight-line basis over three and five years. Amortization expense
was $17.6 million, $19.5 million, and $16.2 million, for the
years ended December 31, 2002, 2001, and 2000, respectively.
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Note 12—Short-Term Debt

The following summarizes information concerning short-term debt:

As of December 31,

(In thousands of dollars) 2002 2001 2000

Bank Debt

Outstanding at
December 31

Maximum month-end
balance during
the year

Average amount
outstanding during
the year

Weighted average
interest rate
during the year

Weighted average
interest rate at
December 31

$2,967 |$ 4,526 |$ 2,972

$4,194 |$ 4,559 |$ 4818

$3.611 |$ 3645 |$ 4,191

3.4% 5.3% 6.9%

2.9% 3.4% 7.4%

Commercial Paper

Qutstanding at
December 31 $

Maximum month-end
balance during
the year $

Average amount
outstanding during
the year

Weighted average
interest rate
during the year

Weighted average
interest rate at
December 31

$170,566

$128,632 | $300,607

$ 64,438 |$247,640

—% 5.3% 6.5%

—% —% 6.6%

The Company and its subsidiaries had committed lines
of credit totaling $267.7 million, $417.6 million, and
$518.3 million at December 31, 2002, 2001, and 2000,
respectively, inciuding $12.7 million, $12.6 million, and
$13.3 million, respectively, denominated in Canadian dollars.
At December 31, 2002, 2001, and 2000, borrowings under
Company committed lines of credit were $3.0 million,
$4.5 million, and $3.0 million, respectively. The Company
had committed lines of credit available of $264.7 million,
$413.1 million, and $515.3 million at December 31, 2002,
2001, and 2000, respectively.

The Company also had a $15.9 million, $15.7 million,
and $16.7 million uncommitted line of credit denominated
in Canadian dollars at December 31, 2002, 2001, and
2000, respectively.

Note 13—Employee Benefits
Retirement Plans. A majority of the Company's employees
are covered by a noncontributory profit sharing plan. This plan
provides for annual employer contributions based upon a
formula related primarily to earnings before federal income
taxes, limited to 25% of the total compensation paid to all
eligible employees. The Company also sponsors additional
defined contribution plans, which cover most of the other
employees. Provisions under all plans were $50.0 million,
$47.6 million, and $42.4 million, for the years ended
December 31, 2002, 2001, and 2000, respectively.
Postretirement Benefits. The Company has a postretirement
healthcare benefits plan that provides coverage to its retired
employees and their dependents should they elect to maintain
such coverage. A majority of the Company's U.S. employees
become eligible for participation when they qualify for
retirement while working for the Company. Participation in the
plan is voluntary and requires participants to make contributions
toward the cost of the plan, as determined by the Company.
The net periodic benefits costs charged to operating
expenses included the following components:

For the Years Ended December 31,

(In thousands of dollars) 2002 2001 2000
Service cost $ 5,332 $ 3,442 $ 3,083
Interest cost 5,097 3,689 3,189
Expected return
on assets (1,192) (1,421) (1,563)
Amortization of
transition asset
(22-year amortization) (143) (143) (143)
Amortization of
unrecognized
losses (gains) 1,079 (144) (724}
Amortization of
prior service cost (75) (75) (75)
Net periodic
benefits cost $10,098 $ 5,348 $3,767
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A reconciliation of the beginning and ending balances of the
accumulated postretirement benefit obligation (APBO), the fair
value of assets, and the funded status of the benefit obligation
were as follows:

(In thousands of dollars) 2002 2001 2000
Benefit obligation
at the beginning
of the year $ 62,811 $49,044 | $ 40,394
Service cost 5,332 3,442 3,083
Interest cost 5,097 3,689 3,189
Plan participant
contributions 929 882 762
Actuarial loss 18,956 7,960 3,588
Benefits paid (2,984) (2,206) (1,982)
Benefit obligation
at the end
of the year 90,141 62,811 49,044
Fair value of
plan assets at
beginning of year 19,866 20,505 22,188
Actual loss on
plan assets (3,738) (2,785) (1,848)
Employer
contributions 5,940 3,470 1,385
Plan participant
contributions 929 882 762
Benefits paid (2,984) (2,206) (1,982)
Fair value of plan
assets at the
end of the year 20,013 19,866 20,505
Funded status (70,128) | (42,945) | (28,539
Unrecognized
transition asset (1,714) (1,856) (1,999)
Unrecognized
net actuarial
losses (gains) 31,669 8,863 (3,447)
Unrecognized prior
service cost (625) (702) (777)
Accrued postretirement
L benefits cost $(40,798) | $(36,640) | $(34,762)

The benefit obligation was determined by applying the terms
of the plan and actuarial models required by SFAS No. 106,
“Employers’ Accounting for Postretirement Benefits Other Than
Pensions.” These models include various actuarial assumptions,
including discount rates, assumed rates of return on plan assets,
and healthcare cost trend rates. The actuarial assumptions also
anticipate future cost-sharing changes to retiree contributions
that will maintain the current cost-sharing ratio between the
Company and the retirees. The Company evaluates its actuarial
assumptions on an annual basis and considers changes in these
long-term factors based upon market conditions, historical
experience, and the requirements of SFAS No. 106.

The following assumptions were used in accounting for
postretirement benefits:

Discount rate 6.5% 7.0% 7.5%
Expected long-term
rate of return on
plan assets,
net of tax at 40%
Initial healthcare
cost trend rate
Ultimate healthcare
cost trend rate
Year ultimate healthcare
cost trend

rate reached

5.4% 6.0% 6.0%

10.0% 8.1% 8.5%

5.0% 5.0% 5.0%

2014 2010 2010

The discount rate assumptions reflect the rates available
on high-quality fixed income debt instruments on December 31
of each year.

The Company has established a Group Benefit Trust as the
vehicle to fund the pian and process benefit payments. The
funding of the trust is an estimated amount which is intended
to allow the maximum deductible contribution under the
Internal Revenue Code of 1986, as amended, and was
$5.9 million, $3.5 million, and $1.4 million, for the years
ended December 31, 2002, 2001, and 2000, respectively.
The assets of the trust are invested in Standard & Poor's 500
index (S&P 500) funds. The Company uses long-term historical
actual return on the plan assets and the historical performance
of the S&P 500 to develop its expected return on plan assets.
The required use of expected long-term rate of return on plan
assets may result in recognized income that is greater or less
than the actual return on plan assets in any given year. Over
time, however, the expected long-term returns are designed to
approximate the actual long-term returns and, therefore, result
in a pattern of income and expense recognition that more closely
matches the pattern of the services provided by the employees.
The change in the expected long-term rate of return on plan
assets did not have a material effect on the net periodic benefit
cost for the year ended December 31, 2002.

The Company reviews externat data and its own historical
trends for healthcare costs to determine the healthcare
cost trend rates. If the assumed healthcare cost trend rate
increased by one percentage point for each year, the APBO
as of December 31, 2002, would increase by $18.0 million.
The aggregate of the service cost and interest cost components
of the 2002 net periodic postretirement benefits expense would
increase by $2.4 million. If the assumed healthcare cost trend
rate decreased by one percentage point for each year, the APBO
as of December 31, 2002, would decrease by $14.3 million.
The aggregate of the service cost and interest cost components
of the 2002 net periodic postretirement benefits expense would
decrease by $1.9 million.
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Note 14—Long-Term Deht
Long-term debt consisted of the following:

As of December 31, ]

(In thousands of dollars) 2002 2001 2000

Commercial paper $114,798 |$ — i3 —
Uncommitted revolving

credit facility — 113,324 120,363
Industrial development
revenue and private

activity bonds 11,400 17,415 27,650

Other — — 15

126,198 130,739 148,028

Less current maturities 6,505 12,520 22,770

$119,693 |$118,219 $125,258

During the third quarter of 2002, the Company refinanced a
C$180.4 million bank loan that had been designated as a non-
derivative hedge of the net investment in the Company’s Canadian
subsidiary. The bank loan was replaced with commercial paper.
Concurrently, the Company entered into a cross-currency swap.
This derivative instrument was designated as a hedge of the
net invesiment in the Company’s Canadian subsidiary and
is recognized on the balance sheet at its fair value.

The two-year cross-currency swap matures on September 27,
2004, The cross-currency swap is based on notional principal
amounts of C$180.4 million and U.S.$113.7 million, respectively.
Initially the Company gave the counterparty U.S.$113.7 million
and received from the counterparty C$180.4 million. The
Company receives interest based on the 30-day U.S. commercial
paper rate. At December 31, 2002, this rate was 1.31%. The
Company pays interest to the counterparty based on the 90-day
Canadian Bankers' Acceptances rate plus 14 basis points. At
December 31, 2002, this rate was 2.98%. The outstanding
underlying commercial paper was $113.8 million with an interest
rate of 1.40% at December 31, 2002. The fair value of the cross-
currency swap was $1.0 million as of December 31, 2002, and is
included in commercial paper. The Company has the intent and
the ability to refinance the underlying commercial paper issued in
connection with the cross-currency swap with its credit lines
up to and through the swap's maturity. At maturity of this cross-
currency swap, the Company wiil pay the counterparty
C$180.4 million and will receive U.S.$113.7 million.

The Company formally assesses, on a quarterly basis, whether
the cross-currency swap is effective at offsetting changes in the
fair value of the underlying exposure. Because of the high degree
of effectiveness between the hedging instrument and the
underlying exposure being hedged, fluctuations in the value of
the cross-currency swap are generally offset by changes in the
net investment due to exchange rates. Under SFAS No. 133,

“Accounting for Derivative Instruments and Hedging Activities,”
changes in the fair value of this instrument are recognized in
foreign currency translation adjustment, a component of
accumulated other comprehensive earnings, to offset the
change in the value of the net investment of the Canadian
investment being hedged. During 2002, the Company included
a $1.0 million loss in the accumulated translation adjustment
related to this hedge. Any ineffective portion of a financial
instrument’s change in fair value is recognized in earnings.
The impact to 2002 earnings resulting from the ineffective
portion of the hedge was immaterial. The cross-currency swap
is an over-the-counter instrument with a liquid market. The
Company has established strict counterparty credit guidelines
and entered into the transaction with an investment grade
financial institution. The Company does not enter into
derivative financial instruments for trading purposes.

The industrial development revenue and private activity
bonds include various issues that bear interest at variable rates
up to 15%, or variable rates up to 78.2% of the prime rate, and
come due in various amounts from 2003 through 2021. Interest
rates on some of the issues are subject to change at certain
dates in the future. The bondholders may require the Company
to redeem certain bonds concurrent with a change in interest
rates and certain other bonds annually. In addition, $6.5 million
of these bonds had an unsecured liquidity facility available
at December 31, 2002, for which the Company compensated
a bank through a commitment fee of 0.07%. There were no
borrowings related to this facility at December 31, 2002.

The Company classified $6.5 million, $12.5 million and
$22.8 million of bonds currently subject to redemption options
in current maturities of long-term debt at December 31, 2002,
2001, and 2000, respectively.

The aggregate amounts of long-term debt maturing in each of
the five years subsequent to December 31, 2002, are as follows:

Amounts Amounts

Payable Under | Subject to

Terms of |Redemption

(In thousands of doliars) Agreements Options
2003 $ — $6,505
2004 114,798 —
2005 — 4,895
2006 — —
2007 — —

The Company's debt instruments include only standard
affirmative and negative covenants that are normal in debt
instruments of similar amounts and structure. The Company's
debt instruments do not contain financial or performance
covenants restrictive to the business of the Company, reflecting
its strong financial position.

The Company is in compliance with all debt covenants for
the year ended December 31, 2002.
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Note 15—Leases
The Company leases certain land, buildings, and equipment.
The Company capitalizes all significant leases that qualify as
capital leases.

At December 31, 2002, the approximate future minimum
aggregate payments for all leases were as follows:

Real
L(In thousands of dollars) Property
Operating Leases
2003 $17,219
2004 13,159
2005 9,874
2006 6,282
2007 4,665
Thereafter 6,804
Total minimum payments required $58,003
Less amounts representing sublease income 769
$57,234

Total rent expense, including both items under lease and
items rented on a month-to-month basis, was $20.9 million,
$18.8 million, and $20.8 million, for 2002, 2001, and
2000, respectively.

Note 16—Stock Incentive Plans

The Company maintains stock incentive plans under which the
Company may grant a variety of incentive awards to employees.
Shares of common stock were authorized for issuance under the
plans in connection with awards of non-qualified stock options,
stock appreciation rights, restricted stock, phantom stock rights,
and other stock-based awards.

The plans authorize the granting of options o purchase
shares at a price of not less than 100% of the closing market
price on the last trading day preceding the date of grant. The
options expire no later than ten years after the date of grant.

Shares relating to terminated, surrendered, or canceled
options and stock appreciation rights, to forfeited restricted
stock or other awards, or to transactions that result in fewer
shares being issued under the plans, are again available for
awards under the plans.

In 2001, a broad-based stock option grant covering 764,400
shares was made to employees who had a minimum of five years
of service and who were not participants in other stock option
programs. In 2002, the Company continued to give broad-based
stock option grants by granting options covering 74,300 shares
to those empioyees who reached major service milestones.

The plans authorize the granting of restricted stock, which
is held by the Company pursuant to the terms and conditions
related to the applicable grants. Except for the right of disposal,
halders of restricted stock have full shareholders’ rights during
the period of restriction, including voting rights and the right to
receive dividends.

There were 110,000 shares of restricted stock issued in
2002 with a weighted average fair market value of $56.31 per
share. There were 247,275 shares of restricted stock issued in
2001 with a weighted average fair market value of $33.30 per
share, There were 367,500 shares of restricted stock issued in
2000 with a weighted average fair market vatue of $41.90 per
share. The shares vest over periods from two to ten years from
issuance, although accelerated vesting is provided in certain
instances. Restricted stock released totaled 112,000, 87,000,
and 5,000 shares in 2002, 2001, and 2000, respectively.
Compensation expense related to restricted stock awards is
based upon market prices at the date of grant and is charged
to earnings on a straight-line basis over the period of restriction.
Total compensation expense related to restricted stock was
$6.4 million, $8.9 million, and $6.3 million in 2002, 2001,
and 2000, respectively. In 2001, $2.2 miilion of restricted
stock compensation expense related to the 2001 digital
business restructuring was included in restructuring charges.

In 2002, 95,720 shares of restricted stock were converted
into a like number of restricted stock units, which are subject to
the same vesting provisions as the original restricted stock.
These restricted stock units are to be settled, at various times
after vesting, by the delivery of unrestricted shares of Company
common stock on a one for one basis.

On March 26, 2001, a group of 83 executive officers and
other key managers bought 787,020 treasury shares from the
Company at the then-current market price of the shares. Cash
proceeds from the sale, which amounted to $24.4 million, were
used by the Company to repurchase shares of the Company’s
stock on the open market. Executives who met a threshold
purchase requirement of one times their annual base salary
received a 25% matching grant of restricted stock that will vest
if they remain with the Company and hold their purchased
shares for a minimum of two years. The grant totaled 192,275
shares of restricted stock. Most employees financed their
purchases through loans arranged with a local bank. The
principal of each loan is payable by the employee on April 16,
2003, or earlier, upon termination of employment, sale by the
borrower of shares under the program, or the occurrence of
certain financial or other events affecting the employee or the
Company. Among the financial and other events affecting the
Company (triggering events) are a default on certain other
indebtedness, a change in control, and a merger or sale of
substantially all of the Company's assets. The Company entered
into a Note Purchase Agreement with the bank, agreeing to
purchase the loan of any employee as a result of the employee’s
failure to repay the loan when due or the occurrence of a
triggering event. Should the Company be obliged to purchase
any loan under the Note Purchase Agreement, the employee
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would be liable to the Company for the outstanding principal
and accrued interest in accordance with the note’s terms. The
Company has not recognized a liability for any potentiat defaults
associated with this contingent credit risk under the program as
of December 31, 2002. Nor has the Company been called upon
to purchase any loan or make any payments as a result of any
employee default or triggering event. As of December 31, 2002,
70 employees had loans outstanding to the bank aggregating
$22.4 million, the largest of which was $4.4 million. In
compliance with new statutory requirements the Company will
not continue the program.

The Company has adopted a Director Stock Plan in which
non-employee directors participate. A total of 368,630 shares
of common stock were available for issuance under the pian
as of December 31, 2002.

A retainer fee for board service is paid to non-employee
directors in the form of an annual award under the Director
Stock Plan of unrestricted shares of common stock. The number
of shares is equal to the retainer fee divided by the fair market
value of a share of common stock at the time of the award,
rounded up to the next ten-share increment. Total shares
granted were 5,850, 8,130, and 6,480 in 2002, 2001,
and 2000, respectively.

Additionally, non-employee directors receive under the Director
Stock Plan an annual grant, denominated in dollars, of options
to purchase shares of common stock. The number of shares
covered by each option is equal to the dollar amount divided by
the fair market value of a share of common stock at the time of
the award, rounded to the next ten-share increment. The options
are issued at market price at date of grant. The options are fully
exercisable upon award and have a ten-year term. Total option
awards covered 14,850, 19,200, and 16,560 shares in 2002,
2001, and 2000, respectively.

The Company awards stock units under the Director Stock
Plan in connection with deferrals of director fees and dividend
equivalents on existing stock units. A stock unit is the economic
equivalent of a share of common stock. Deferred fees and
dividend equivalents on existing stock units are converted
into stock units on the basis of the market value of the stock
at the relevant times. Payment of the value of stock units is
scheduled to be made after termination of service as a director.
As of December 31, 2002, ten directors held stock units.

As of December 31, 2001 and 2000, ten and nine directors
held stock units, respectively. The Company recognized
expense for these stock units of $0.5 million, $0.4 million,

and $0.4 million for 2002, 2001, and 2000, respectively. Total
stock units outstanding were 45,556, 45,844, and 45,765 as
of December 31, 2002, 2001, and 2000, respectively.

Transactions involving stock options are summarized as follows:

Weighted
Shares Average
Subject Price Per Options
to Option Share | Exercisable
Outstanding at
January 1, 2000 4,609,760 $39.23 | 2,239,940
Granted 1,974,650 $43.17
Exercised (301,860) $23.68
Canceled or
expired (329,140) $45.85
Qutstanding at
December 31, 2000 | 5,953,410 $40.96 | 2,363,810
Granted 3,080,780 $39.26
Exercised (385,567) $26.13
Canceled or
expired (259,036) $42.78
Qutstanding at
December 31, 2001 | 8,389,587 $40.96 | 2,826,979
Granted 2,080,005 $54.50
Exercised (706,102) $33.68
Canceled or
expired (298,652) $42.19
Outstanding at
December 31, 2002 | 9,464,838 $44.44 | 3,320,888

All options were issued at market price on the date of grant.
Options were issued with initial vesting periods ranging from
immediate to six years.

Information about stock options outstanding and exercisable
as of December 31, 2002, is as follows:

Options Outstanding

Weighted Average
Remaining
Range of Number | Contractual Exercise
Exercise Prices Outstanding Life Price
$29.38 - $37.50 3,320,480 6.4 years $36.13
$38.75 — $47.25 2,468,678 7.6 43.62
$48.00 — $57.07 3,675,680 7.8 52.49
9,464,838 7.3 years $44.44

Options Exercisable

Range of Number Weighted Average
Exercise Prices Exercisable Exercise Price
$29.38 — $37.50 1,302,975 $34.19
$38.75 - $47.25 375,363 43.52
$48.00 - $57.07 1,642,550 49,95

3,320,888 $43.04

51




W.W. GRAINGER, INC., AND SUBSIDIARIES

Notes to Consolidated Financial Statements

Shares available for issuance in connection with awards
of stock options, stock appreciation rights, phantom stock,
stock units, shares of common stock, and restricted shares
of common stock to employees and directors were 2,161,563,
3,805,674, and 768,168 at December 31, 2002, 2001,
and 2000, respectively.

In accordance with SFAS No. 123, “Accounting for Stock-

The weighted average fair value of the stock options
granted during 2002, 2001, and 2000 was $14.77, $10.89,
and $13.65, respectively. The fair value of each option grant
was estimated using the Black-Scholes option-pricing model
based on the date of the grant and the following weighted
average assumptions:

Based Compensation,” the Company has elected to continue 2002 2001 2000
to account for stock compensation under Accounting Principles Risk-free interest rate 4.9% 5.1% 6.4%
Board Opinion No. 25. Pro forma net earnings and earnings Expected life 7 years 7 vears 7 years
per share, as calculated under SFAS No. 123, are as follows: Expected volatility 20.1% 20.1% 20.1%
Expected dividend yield 1.8% 1.8% 1.8%
For the Years Ended December 31,
(In thousands of dollars, Mote 17—Capital Stock
except for per The Company had no shares of preferred stock outstanding
share amounts) 2002 2001 2000 as of December 31, 2002, 2001, and 2000. The activity of
Net earnings, pro forma [$196,860 |$162,269 |$183,131 outstanding common stock and common stock held in treasury
Earnings per share, was as follows:
pro forma: )
Basic $ 2.14 |$ 1.74 |$ 1.97
Diluted $ 210 % 1.72 |% 1.94
2002 2001 2000
Outstanding Treasury Outstanding Treasury Outstanding Treasury
Common Stock Stock Common Stock Stock Comman Stock Stock
Balance at beginning of period 93,344,641 15,129,062 93,932,870 14,104,212 93,381,686 14,079,292
Exercise of stock options 582,243 (1,000) 332,217 — 279,104 —
Issuance of restricted
stock, net of 35,224,
28,216, and Q shares
retained, respectively 74,776 — 215,059 — 367,500 —
Cancellation of restricted shares (16,360) — (114,655) — (70,500} —
Conversion of restricted stock
to restricted stock units (95,720) — — —_ — —
Purchase of 4,801,600 shares
of stock, net of 4,695,725
treasury shares transferred
in connection with related
party transaction (105,875) 105,875 — — — —
Purchase of treasury shares,
net of 5,850, 8,130, and
6,480 shares issued, respectively (2,215,650) 2,215,650 (1,811,870) 1,811,870 (24,920) 24,920
Issuance of treasury shares related
to executive stock purchase —_ — 787,020 (787,020) — —
Balance at end of period 91,568,055 17,449,587 93,344,641 15,129,062 93,932,870 14,104,212
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Note 18—Income Taxes

The Company accounts for income taxes under the provisions of
SFAS No. 109, “Accounting for Income Taxes.” SFAS No. 109
requires recognition of deferred tax assets and liabilities for the
expected future tax consequences of events that have been
included in the financial statements or tax returns. Under this
method, deferred tax assets and liabilities are determined based
on the differences between the financial reporting and tax bases
of assets and liabilities, using enacted tax rates in effect for the
year in which the differences are expected to reverse. The
Company does not provide for a U.S. income tax liability on
undistributed earnings of its foreign subsidiaries. The earnings
of non-U.S. subsidiaries, which reflect full provision for non-
U.S. income taxes, are indefinitely reinvested in those non-U.S.

operations or will be remitted substantially free of additionatl tax.

Income tax expense consisted of:

For the Years Ended December 31,

(In thousands of dollars) 2002 2001 2000
Current provision:
Federal $138,804 |$106,322 |$116,253
State 24,696 18,998 22,948
Foreign 5,329 6,368 7,103
Total current 168,82S 131,688 146,304
Deferred tax benefits (6,480) (8,938) (7,612)
Total provision $162,349 1$122,750 $138,692

The income tax effects of temporary differences that gave
rise to the net deferred tax asset were:

As of December 31,

(In thousands of dollars) 2002 2001 2000
Current deferred tax assets:
Inventory valuations $ 38,583 $ 37,810 $ 33,216
Administrative and general expenses deducted on a paid basis for tax purposes 52,090 55,850 45,582
Employment-related benefits expense 4,581 3,683 3,120
Other 82 111 159
Total current deferred tax assets $ 95,336 $ 97,454 $ 82,077
Noncurrent deferred tax (liabilities) assets:
Purchased tax benefits $(11,854) $(12,540) $(13,283)
Temporary differences related to property, buildings, and equipment (5,273) (5,329) (6,749)
Intangible amortization 6,723 3,623 8,493
Deferred tax liability of foreign investment corporation — (11,359) (7,553)
Employment-related benefits expense 27,810 25,638 24,793
Foreign net operating loss carryforwards 10,032 10,618 8,217
Unrealized losses {gains) on investments 470 (3,378) (362)
Capital loss carryforwards 1,950 3,316 —
Other 2,665 2,106 3,481
Total noncurrent deferred tax asset 32,523 12,695 17,037
Less valuation allowance (11,982) (13,934) (8,217)
Net noncurrent deferred tax asset (liability) 20,541 (1,239) 8,820
Net deferred tax asset $115,877 $96,215 $ 90,897
The purchased tax benefits represent lease agreements For the Years Ended December 31,
acquired in prior years under the provisions of the Economic
Reqcovery AC? of 1281 P (In thousands of dollars) 2002 2001 2000
At December 31, 2002, the Company has approximately Beginning balance $13,934 | $ 8,217 $6,492
$28.0 million of foreign operating loss carryforwards related to a Foreign net operating
foreign operation, which begin to expire in 2004. The valuation loss carryforwards
allowance represents a provision for uncertainty as to the @ecrease) Increase (586) 2,401 1,725
realization of these carryforwards. Capital loss carryforwards
In addition, the Company recorded a valuation allowance (decrease) increase (1,366) 3316 -
to reflect the estimated amount of deferred tax assets that may Ending balance $11,982 $13,934 $8,217

not be realized due to capital loss carryforward limitations.
The changes in the valuation allowance were as follows:
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A reconciliation of income tax expense with federal income
taxes at the statutory rate follows:

For the Years Ended December 31,
2002 2001 2000

(In thousands of dollars)

Federal income
taxes at the
statutory rate
Foreign rate
differences
State income taxes,
net of federal
income tax benefits
Other—net

$139,243 [$104,048 [$119,857

1,631 1,725 1,578

15,404
6,071

$162,349
40.8%

12,349
4,628

$122,750
41.3%

13,197
4,060

$138,692
41.8%

Income tax expense

Effective tax rate

Note 19—Earnings Per Share

Basic earnings per share is based on the weighted average

number of shares outstanding during the year. Diluted earnings

per share is based on the combination of weighted average

number of shares outstanding and dilutive potential shares.
The following table sets forth the computation of basic and

diluted earnings per share:

For the Years Ended December 31,

(In thousands, except for per share amounts) 2002 2001 2000
Earnings before cumulative effect of accounting change $235,488 $174,530 $192,903
Cumulative effect of accounting change (23,921) — —
Net earnings $211,567 $174,530 $192,903
Denominator for basic earnings per share-weighted average shares 91,982 93,189 93,004
Effect of dilutive securities-stock based compensation 2,321 1,539 1,220
Denominator for diluted earnings per share—weighted average shares
adjusted for dilutive securities 94,303 94,728 94,224
Basic earnings per share before cumulative effect of accounting change $ 2.56 $ 1.87 $ 2.07
Cumulative effect of accounting change (0.26) — —
Basic earnings per common share $ 230 $ 1.87 $ 207
Diluted earnings per share before cumulative effect of accounting change $ 2.50 $ 1.84 $ 2.05
Cumulative effect of accounting change (0.26) — —_
Diluted earnings per common share $ 224 $ 184 $ 205

Note 20—Preferred Share Purchase Rights

The Company has a Shareholder Rights Plan, under which there
is outstanding one preferred share purchase right (Right) for
each outstanding share of the Company’s common stock. Each
Right, under certain circumstances, may be exercised to
purchase one one-hundredth of a share of Series A-1999 Junior
Participating Preferred Stock (intended to be the economic
equivalent of one share of the Company’s common stock) at a
price of $250.00, subject to adjustment. The Rights become
exercisable only after a person or a group, other than a person
or group exempt under the plan, acquires or announces a tender
offer for 15% or more of the Company's common stock. If a
person or group, other than a person or group exempt under the
plan, acquires 15% or more of the Company’s common stock

or if the Company is acquired in a merger or other business
combination transaction, each Right generally entitles the
holder, other than such person or group, to purchase, at the
then-current exercise price, stock and/or other securities or
assets of the Company or the acquiring company having a
market value of twice the exercise price.

The Rights expire on May 15, 2009, unless earlier
redeemed. They generally are redeemable at $.001 per Right
until thirty days following announcement that a person or group,
other than a person or group exempt under the plan, has
acquired 15% or more of the Company's common stock. The
Rights do not have voting or dividend rights and, until they
become exercisable, have no dilutive effect on the earnings
of the Company.
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Note 21—Segment Information

The Company reports three segments: Branch-based
Distribution, Lab Safety, and Integrated Supply. The Branch-
based Distribution segment provides customers with solutions
to their immediate facilities maintenance needs. Branch-based
Distribution is an aggregation of the foflowing: Industrial Supply,
Acklands (Canada), FindMRO, Export, Global Sourcing, Parts,
Grainger, S.A. de C.V. (Mexico), and Grainger Caribe Inc.
(Puerto Rico). In April 2001, the Company discontinued its
Digital segment except FindMRO, which became part of Branch-
based Distribution. See Note 5 to the Consolidated Financial
Statements. Lab Safety is a direct marketer of safety and other
industrial products. Integrated Supply serves customers who
have chosen to outsource a portion or all of their indirect

materials management processes. In 2000, the Integrated
Supply segment also included a few other minor businesses.

After the shutdown of the Digital segment in the second
quarter of 2001, FindMRO was included, on a prospective basis
only, in the Branch-based Distribution segment. Separate books
and records for FindMRO were not maintained prior to the
shutdown. Thus, extracting the operating results of FindMRO
for restatement purposes was impracticable.

The Company's segments offer differing ranges of services and
products and require different resources and marketing strategies.
The accounting policies of the segments are the same as those
described in the summary of significant accounting policies.
Intersegment transfer prices are established at external selling
prices, less costs not incurred due to the related party sale.

2002
Branch-based Lab Integrated
(In thousands of dollars) Distribution Digital Safety Supply Total
Total net sales $4,147,955 $ — $286,797 $225,967 $4,660,719
Intersegment net sales (15,411) — (1,410) — (16,821)
Net sales to external customers $4,132,544 $ — $285,387 $225,967 $4,643,898
Segment operating earnings $ 394,861 $ — $ 47,105 $ 6,231 $ 448,197
Segment assets $1,872,471 $ — $104,372 $ 29,539 $2,006,382
Depreciation and amortization 68,966 —_ 6,421 1,214 76,601
Additions to long-tived assets 123,039 — 2,127 1,581 126,747
2001
Branch-based Lab Integrated
(In thousands of dollars) Distribution Digital Safety Supply Total
Total net sales $4,251,596 $ 29,979 $324,797 $190,811 $4,797,183
Intersegment net sales (13,436) (28,138) (1,292) — (42,866)
Net sales to external customers $4,238,160 $ 1,841 $323,505 $190,811 $4,754,317
Segment operating earnings (loss) $ 386,331 $(49,227) $ 51,114 $ 449 $ 388,667
Segment assets $1,804,216 $ — $114,030 $ 27,401 $1,945,647
Depreciation and amortization 75,686 1,383 8,012 617 85,698
Additions to long-lived assets 71,281 639 2,157 185 74,262
2000
Integrated
Branch-based Lab Supply
(In thousands of dollars) Distribution Digital Safety and Other Total
Total net sales $4,483,777 $ 55,683 $330,108 $180,852 $5,050,420
Intersegment net sales (13,156) (54,270) (951) (4,599) (73,376)
Net sales to external customers $4,470,621 $ 1,413 $329,157 $175,853 $4,977,044
Segment operating earnings (losses) $ 397,252 $(48,207) $ 55,037 $(13,257) | $ 390,825
Segment assets $2,016,220 $ 9,933 $111,961 $ 54,095 $2,192,209
Depreciation and amortization 74,389 1,170 9,784 2,334 87,677
Additions to long-lived assets 72,606 8,153 7,397 2,990 91,146
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Following are reconciliations of the segment information with

the consolidated totals per the financial statements:

2001

Segment Consolidated
(In thousands of dollars) 5002 5001 2000 (In thousands of dollars) Totals | Adjustments Total
. - Other significant items:
Operating earnings: L
Total operating Depreciation and
) amortization $85,698 |$ 17,511 $103,209
earnings for Additions to
reportable segments | $ 448,197 | $ 388,667 |$ 390,825 :
Unallocated expenses (55,042),  (50,094)|  (55,705) long:lived assets $74,262|$ 32,906 $107.168
Total consolidated Long-lived
operating earnings|$ 393,155 % 338,573 |$ 335,120 Geographic Information: Revenues Assets
Assets: United States $4,275,852 $725,096
Total assets for Canada 392,433 154,163
reportable segments | $2,006,382 | $1,945,647 [$2,192,209 Other foreign countries 86,032 5,149
7
Unallocated assets 431,066 385,599 267,392 $4,754.317 $884,408
Total consolidated
4
assets $2,437,448 | $2,331,246 |$2,459,601 2000
2002 Segment ‘ Consolidated
(in thousands of dollars) Totals | Adjustments Total
Segment Consolidated T .
(in thousands of dollars) Totals Adjustments Total Other s!gjlflcant items:
Depreciation and
Other significant items: amortization $87,677 |$ 19,216 | $106,893
Depreciation and Additions to
amortization $ 76,601|$% 16,887 |$ 93,488 long-lived assets $91,146 | $ 3,767 | $ 94,913
Additions to
long-lived assets $126,747 |$ 17,278 |$ 144,025 Long-lived
Geographic Information: Revenues Assets
Long-lived
Geographic Information: Revenues Onis‘sveis United States $4,475,425 | $718,954
grap ' Canada 404,320 | 170,434
United States $4,215,483 |$ 764,249 Other foreign countries 97,299 2,288
Canada 342,489 117,391
Other foreign countries 85,926 4,109 $4,977,044 | $831,676
$4,643,898 |$ 885,749

| E—

Long-lived assets consist of property, buildings, equipment,

capitalized software, goodwill, and other intangibles.

Revenues are attributed to countries based on the location

of the customer.

Unallocated expenses and unallocated assets primarily
relate to the Company headquarters’ support services, which are
not part of any business segment. Unallocated expenses include
payroll and benefits, depreciation, and other costs associated
with headquarter-related support services. Unallocated assets
include non-operating cash and cash equivalents, prepaid
expenses, and property, buildings and equipment, net.
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Note 22—Selected Quarterly Financial Data (Unaudited)
A summary of selected quarterly information for 2002 and
2001 is as follows:

2002 Quarter Ended

(in thousands of dollars, except for per share amounts) March 31 June 30 |September 30 | December 31 Total
Net sales $1,125,265 $1,194,792 $1,203,400 $1,120,441 $4,643,898
Cost of merchandise sold 742,236 795,230 800,840 707,380 3,045,686
Gross profit 383,029 399,562 402,560 413,061 1,698,212
Warehousing, marketing,

and administrative expenses 293,069 305,298 302,370 306,259 1,206,996
Restructuring credit — — — (1,939) (1,939)
Operating earnings 89,960 94,264 100,190 108,741 393,155
Net earnings 34,637 54,499 59,953 62,5678 211,567
Earnings per share-basic 0.37 0.59 0.65 0.69 2.30
Earnings per share—diluted $ 0.36 $ 0.57 $ 064 | $ 0.67 $ 2.24

2001 Quarter Ended

(In thousands of dollars, except for per share amounts) March 31 June 30 |September 30 | December 31 Total
Net sales $1,219,420 $1,225,040 $1,199,358 $1,110,499 $4,754,317
Cost of merchandise sold 824,509 830,124 803,507 706,890 3,165,030
Gross profit 394911 394,916 395,851 403,609 1,689,287
Warehousing, marketing,

and administrative expenses 311,222 301,228 300,474 298,720 1,211,644
Restructuring charge (credit) — 40,000 — (930) 39,070
Operating earnings 83,689 53,688 95,377 105,819 338,573
Net earnings 42,175 14,820 56,022 61,513 174,530
Earnings per share-basic 0.45 0.16 0.60 0.66 1.87
Earnings per share—diluted $ 0.45 $ 0.15 $ 0.59 $ 0.65 3 1.84

fn 2002, the Company reduced $1.9 million of the
restructuring reserve related to the shutdown of Material Logic
to reflect management’s current estimate of costs. See Note 6
to Consolidated Financial Statements.

In the 2002 first quarter, the Company recorded a cumulative
effect of a change in accounting of $23.9 million after-tax.
See Note 3 to Consolidated Financial Statements.

In 2001, the Company recorded charges relating
to the shutdown of its Material Logic business unit and
other restructuring charges. See Note 5 to Consolidated
Financial Statements.

Note 23—Related Party Transaction

On February 28, 2002, the Company purchased substantially
all of the assets, consisting of 4,801,600 shares of Company
common stock and cash, of Mountain Capital Corporation,

a Nevada corporation (MCC). In exchange, the Company
transferred to MCC 4,695,725 shares of Company common
stock. The number of shares transferred reflected a 1.5%
discount (72,024 shares) from the number of shares received,
and additionally reflected other adjustments designed to
reimburse the Company for its direct transaction expenses of
$0.6 million (10,549 shares) and for the Company's payment
of indebtedness of MCC of $1.3 million (23,302 shares).

The effect on the Company of this transaction was to increase
the number of shares held as Treasury stock, thereby reducing
the number of shares outstanding by 105,875 shares. The
shares received by MCC from the Company were subsequently
distributed to the MCC sharehoiders pursuant to a plan of
complete liquidation of MCC.
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The transaction documentation includes:

(i) a Purchase Agreement containing the terms and
conditions of the transaction;

an Escrow Agreement providing for the pledge by MCC of
10% of the shares received in the transaction, and the
pledge by the MCC shareholders of the escrowed shares,
as security for the indemnification obligations and
liabilities of MCC and the MCC shareholders; and

a Share Transfer Restriction Agreement providing

for certain restrictions on the transfer of Company
common stock received by or otherwise held by the MCC
shareholders and certain other parties to that agreement.

(iii)

Prior to the transaction, James D. Slavik, a Company
director, was the president and a director of MCC. In addition,
Mr. Slavik and certain members of his family owned all of the
outstanding stock of MCC either directly or indirectly, including
through family trusts of which Mr. Slavik served as trustee.

Mr. Slavik was not present and did not participate in any

of the deliberations of the Board of Directors or any of its
committees relating to the review, consideration, or approval
of the transaction.

Note 24—Unclassified-Net
The components of Unclassified-net were as follows:

For the Years Ended December 31,

(In thousands of doliars) 2002 2001 2000
Gains on sales of

investment securities $ 7,308 $ 138 $30,017
Gains on sales

of fixed assets 6,409 1,613 —
Other income 1,106 48 752

Total other income 14,823 1,799 30,769
Write-down of

investments (3,192) (7,400) —
Losses on sales

of fixed assets (1,190) — (638)
Other expense (1,144) (517) (289)

Total other expense (5,526) (7,917) (927)
Unclassified-net $ 9,297 $(6,118) | $29,842

Note 25—0ther Contingencies and Legal Matters
The Company has an outstanding guarantee relating to an
industrial revenue bond assumed by the buyer of one of the
Company's formerly owned facilities. It also has outstanding
guarantees for loans to certain joint ventures. The maximum
exposure under these guarantees is $9.0 million. The Company
has not recorded any liability relating to these guarantees and
believes it is unlikely that material payments will be required.
As of January 28, 2003, the Company is named, along with
numerous other non-affiliated companies, as a defendant in
approximately 600 lawsuits brought on behalf of approximately
1,110 named plaintiffs pending in the courts of various states.
These lawsuits typically involve claims of personal injury arising
from alleged exposure to products containing asbestos and
allegedly distributed by the Company. From January 1, 2002,
to January 28, 2003, the Company has been dismissed from
approximately 60 similar lawsuits, typically because there has
not been product identification. The Company has denied, or
intends to deny, the allegations in the remaining lawsuits.
If a specific product distributed by the Company is identified in
any of these lawsuits, the Company would attempt to exercise
indemnification remedies against the product manufacturer.
In addition, the Company believes that a substantial portion of
these claims are covered by insurance. The Company is engaged
in active discussions with its insurance carriers regarding the
scope and amount of coverage. While the Company is unable to
predict the outcome of these lawsuits, it believes that the
ultimate resolution will not have, either individually or in the
aggregate, a material adverse effect on the Company’s
consolidated financial position or results of operations.

Note 26—Subsequent Events
On February 14, 2003, Lab Safety Supply, Inc., a wholly owned
subsidiary, signed a definitive agreement to acquire Gempler’s,
a division of Gempler’s, Inc., for approximately $35 million in
cash and the assumption of certain liabilities. Gempler’s is a
direct marketer serving the agricultural, horticultural, grounds
maintenance, and contractor markets. The Company expects
the acquisition to close, subject to standard conditions, in the
second quarter of 2003.

Gempler’s, with 2002 sales of more than $30 million, sells
tools, safety supplies, and industrial supplies. Gempler’s will
become part of Lab Safety.
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Distribution of Sales Dollars

For the Years Ended December 31,

In thousands of dollars 2002 2001 2000
Cost of merchandise, related supplies

and services, and other costs $3,284,562 70.7% $3,497,770 73.6% $3,661,959 73.6%
Wages, salaries, and employee benefits 869,723 18.7 834,440 17.5 855,638 17.2
Taxes to federal, state, and

local governments 184,558 4.0 144,368 3.0 159,751 3.2
Depreciation and amortization 93,488 2.0 103,209 2.2 106,893 2.1
Dividends to shareholders 66,467 1.5 65,445 1.4 62,863 1.3
Retained for business expansion 145,100 3.1 109,085 2.3 130,040 2.6
Net sales $4,643,898 100.0% $4,754,317 100.0% $4,977,044 100.0%

Distribution of 2002 Sales Dollars

1.5% Dividends to shareholders

2.0% Depreciation and amortization

3.1% Retained for business expansion

4.0% Taxes to federal, state, and
local governments

18.7% Wages, salaries, and
employee benefits

70.7% Cost of merchandise,
related supplies and services,
and other costs
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Historical Financial Summary

2002 2001 2000
Financial Net sales $4,643,898 | $4,754,317 $4,977,044
Summary {$000) Earnings before income taxes and
cumulative effect of accounting change 397,837 297,280 331,595
income taxes 162,349 122,750 138,692
Earnings before cumulative effect of accounting change 235,488 174,530 192,903
Cumulative effect of accounting change (23,921) — —
Net earnings 211,567 174,530 192,903
Working capital 898,681 838,800 735,678
Additions to property, buildings, and equipment 133,978 100,451 65,507
Depreciation and amortization of
property, buildings, and equipment 75,226 77,737 81,898
Current assets 1,484,947 1,392,611 1,483,002
Total assets 2,437,448 2,331,246 2,459,601
Shareholders’ equity 1,667,698 1,603,189 1,537,386
Cash dividends paid 66,467 65,445 62,863
Long-term debt (less current maturities) 119,693 118,219 125,258
Per Share ($) Earnings - basic 2.30 1.87 2.07
Earnings - diluted 2.24 1.84 2.05
Cash dividends paid 0.715 0.695 0.670
Book value 18.21 17.17 16.37
Year-end stock price 51.55 48.00 36.50
Ratios Percent of return on average shareholders’ equity 12.9 11.1 12.8
Percent of return on average total capitalization 13.6 10.2 11.2
Earnings before income taxes and cumulative effect
of accounting change as a percent of net sales 8.6 6.3 6.7
Earnings before cumulative effect of
accounting change as a percent of net sales 5.1 3.7 3.9
Cash dividends paid as a percent of net earnings 31.4 37.5 326
Total debt as a percent of total capitalization 7.2 7.8 17.3
Current assets as a percent of total assets 60.9 59.7 60.3
Current assets to current liabilities 2.5 2.5 2.0
Average inventory turnover 4.5 4.7 4.6
Other Data Average number of shares outstanding — basic 91,982,430 93,189,132 93,003,813
Average number of shares outstanding — diluted 94,303,497 94,727,868 94,223,815
Number of employees 15,236 15,385 16,192
Number of account managers 1,650 1,641 1,708
Number of branches 576 | 579 572
Number of products in the Grainger catalog 88,400 98,700 99,900

Notes: 2002 net earnings include a charge for the cumulative effect of accounting change of $23,921,000,
or $0.26 per share, and special credits of $5,641,000, or $0.06 per share.

2001 net earnings include a special charge of $36,650,000, or $0.39 per share.

2000 net earnings include gains on the sales of investment securities of $17,860,000, or $0.19 per share.
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1999 1998 1997 1996 1995 1994 1993 1992
$4,636,275 | $4,438,975 | $4,226,941 | $3,616,640 | $3,344,064 | $3,083,410 | $2,678,981 $2,410,059
303,750 400,847 389,636 348,888 312,149 228,755 250,029 227,222
123,019 162,343 157,803 140,362 125,484 100,881 100,762 89,980
180,731 238,504 231,833 208,526 186,665 127,874 149,267 137,242
— — — — — — (820) —
180,731 238,504 231,833 208,526 186,665 127,874 148,447 137,242
600,611 541,872 649,107 704,175 618,524 504,595 442,525 478,784
111,900 132,857 105,756 62,051 111,935 120,357 98,405 49,920
72,446 58,256 63,257 61,5685 57,760 498,795 40,576 35,217
1,471,145 1,206,429 1,185,283 1,320,243 1,062,660 963,646 823,882 794,266
2,564,826 2,103,966 2,000,116 2,119,021 1,669,243 1,634,751 1,376,664 1,310,538
1,480,529 1,278,741 1,294,661 1,462,662 1,179,109 1,032,805 941,905 931,209
58,817 56,683 53,934 50,035 45,227 39,570 36,272 34,295
124,928 122,883 131,201 6,152 8,713 1,023 6,214 6,936
1.95 2.48 2.30 2.04 1.84 1.26 1.44 1.30

1.92 2.44 2.27 2.02 1.82 1.25 1.43 1.29
0.630 0.585 0.530 0.490 0.445 0.390 0.353 0.325
15.85 13.68 13.25 13.82 11.59 10.18 9.29 8.89
47.81 41.63 48.59 40.13 33.13 28.88 28.75 30.00
131 18.5 16.8 15.8 169 13.0 15.9 15.3

11.0 16.3 15.2 146 16.4 12.6 15.5 14.8

6.6 9.0 9.2 9.6 9.3 7.4 9.3 9.4

3.9 54 55 5.8 56 4.1 55 5.7

325 23.8 23.3 24.0 24.2 30.9 24.4 25.0

23.3 15.5 10.9 10.2 4.5 3.6 6.2 3.3

57.4 57.3 59.3 62.3 63.7 62.8 59.8 60.6

1.7 1.8 2.2 2.1 2.4 2.1 2.2 2.5

4.1 4.4 4.1 3.5 3.7 4.0 3.7 3.4
92,836,696 | 96,231,825 100,604,518 |102,295,506 |101,630,162 |101,453,990 |102,800,952 105,470,432
94,315,479 | 97,846,658 1102,178,952 103,272,408 |102,482,434 1102,452,952 |103,821,812 106,513,258
16,730 15,270 15,154 14,601 11,853 11,343 10,219 9,643
1,879 1,887 1,947 1,906 1,496 1,476 1,514 1,451

562 532 522 527 344 337 337 333
85,200 81,100 78,400 78,100 67,600 61,800 53,600 42,400

Notes:

$482,000 (less than $0.01 on a basic and diluted per share basis), respectively.

1994 and 1993 net earnings include restructuring charges of $49,779,000 ($0.49 on a basic and diluted per share basis) and

1993 earnings per share, on a basic and diluted basis, include a $0.01 charge related to the cumulative effect of accounting change.
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Board of Directors

Brian P. Anderson

Senior Vice President and
Chief Financial Officer
Baxter International Inc.
Deerfield, .

(1)(3)

Wesley M. Clark
President and
Chief Operating Officer

Wilbur H. Gantz
Chairman and
Chief Executive Officer

Deerfield, [lI.
(1*)

David W. Grainger
Senior Chairman of the Board

Richard L. Keyser
Chairman of the Board and
Chief Executive Officer

Frederick A. Krehbiel
Co-Chairman of the Board
Molex Incorporated

Lisle, IlI.

(LY (2)

(1) Member of Audit Committee
(2) Member of Board of Affairs and Nominating Committee
(3) Member of Compensation Committee

* Committee Chair

Ovation Pharmaceuticals, Inc.

John W. McCarter, Jr.
President and

Chief Executive Officer
The Field Museum of
Natural History
Chicago, ll.

(2)(3)

Neil S. Novich

Chairman, President and
Chief Executive Officer
Ryerson Tull, Inc.
Chicago, Il1.

(2) (3)

James D. Slavik
Chairman

Mark IV Capital, Inc.
Newport Beach, Calif.
(2%)

Harold B. Smith
Chairman of the
Executive Committee
IHinois Tool Works Inc.
Glenview, 1.

(3%)

Fred L. Turner**

Senior Chairman
McDonald's Corporation
Oak Brook, 111,

(2)(3)

Janiece S. Webh
Senior Vice President and
General Manager

Motorola Inc.

Schaumburg, .
(1)(2)

** Not standing for re-election. Term expires April 30, 2003.
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Wesley M. Clark
President and
Chief Operating Officer

Timothy M. Ferrarell
Senior Vice President,
Enterprise Systems

David W. Grainger
Senior Chairman of the Board

Nancy A. Hobor

Senior Vice President,
Communications and
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John L. Howard
Senior Vice President and
General Counsel

Richard L. Keyser
Chairman of the Board and
Chief Executive Officer

Larry J. Loizzo
Senior Vice President;
President, Lab Safety Supply, Inc.

P. Ogden Loux
Senior Vice President, Finance,
and Chief Financial Officer

Peter M. Perez
Senior Vice President,
Human Resources

James T. Ryan
Executive Vice President,
Marketing, Sales and Service

John A. Schweig
Senior Vice President,
Strategy and Development

John W. Siayton, Jr.
Senior Vice President,
Merchandising

Corporate and Operating Staff

Rick L. Adams
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Supply Chain Development*

Judith E. Andringa
Vice President and
Controlier

Mark W. Bischoff
Vice President,
Distribution Operations*®

Donna }. Broome
Vice President,
Field Sales*

Yang C. Chen
Vice President,
Supply Chain Services*

Patrick H. Davidson
Vice President,
Branch Services*

Douglas J. Harrison

President,
Acklands—Grainger Inc.

* Grainger’s Industrial Supply division

Kathleen R. Hebh
Vice President,
Merchandising*

Ronald L. Jadin
Vice President,
Finance*

Michael R. Kight
Vice President,
Grainger Integrated
Supply Operations

Kenneth S. Kirsner
Corporate Secretary

Jarnail S. Lail
Vice President,
Business Systems

Philip A. Lippert
Vice President,
Administrative Services

Fred E. Loepp
Vice President,
Quality

Bonnie J. Mcintyre
Vice President,
Special Product Services*

Michael A. Pulick
Vice President,
Merchandising*

Benedetto Randazzo
Vice President,
Latin America

George C. Rimnac, Jr.
Vice President and
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Marketing*

Robert A. Thrush
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Merchandising*

Carl S. Turza
Vice President,
e-Business*

Philip M. West
Vice President and
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Shareholder Information

Annual Meeting

The 2003 Annual Meeting of
Shareholders will be held at the
company’s headquarters in

Lake Forest, Ill., at 10:00 a.m.
CDT on Wednesday, April 30, 2003.

Company Headquarters

W.W. Grainger, Inc.

100 Grainger Parkway

Lake Forest, IL 60045-5201
847.535.1000
www.grainger.com

Investor Relations Contacts

Nancy A. Hobor

Senior Vice President, Communications
and Investor Relations

William D. Chapman
Director, Investor Relations

Robb M. Kristopher
Investor Relations Manager

Investor Relations Web Site
http://investor.grainger.com

Requests for Information

Grainger's 2002 Annual Report, 2003
Fact Book, Form 10-K, Form 10-Qs
and other filings with the Securities
and Exchange Commission, as well as
news releases and other financial data
including quarterly supplemental financial
information and monthly sales data, are
available upon request free of charge.
For more information, contact Investor
Relations or visit Grainger’s Investor
Relations Web site.

Information with respect to the company's
activities in employment, environmental
concerns and other areas is available
from Kenneth S. Kirsner, Corporate
Secretary, at the company's headquarters.

Auditors

Grant Thornton LLP

175 W. Jackson Boulevard
Chicago, IL 60604-2615
312.856.0200

Transfer Agent, Registrar and

Dividend Disbursing Agent

Instruction and inquiries regarding
transfers, certificates, changes of title
or address, lost or missing dividend
checks, consolidation of accounts and
elimination of multiple mailings should
be directed to:

EquiServe Trust Co., N.A.
P.0. Box 43010

Providence, Rl 02940-3010
781.575.3400

Inquiries and frequently asked questions
also may be addressed by accessing
EquiServe’s Web site at
www.equiserve.com.

Dividend Direct Deposit

Shareholders of record have the
opportunity to have their quarterly
dividends electronically deposited
directly into their checking, money
market or savings accounts at financial
institutions that participate in the
automated clearinghouse system.

Shareholders of record who take
advantage of dividend direct deposit will
have their Grainger dividend payments
deposited into the specified accounts
on the dividend payment dates.

Shareholders who are interested in taking
advantage of this service or would like
more information on the program
should contact EquiServe.

Trademarks .
ACKLANDS-GRAINGER, FINDMRO,
GRAINGER, GRAINGER (shipping
box design), GRAINGER.COM and
GRAINGER INTEGRATED SUPPLY
are trademarks or service marks of
W.W. Grainger, Inc., which may be
registered in the United States and/or
other countries.

DAYTON is a trademark of Dayton
Electric Manufacturing Co., which may
be registered in the United States
and/or other countries.

LAB SAFETY SUPPLY and LAB SAFETY
are the trademarks or service marks of
L.ab Safety Supply, Inc., which may be
registered in the United States and/or
other countries.

All other trademarks and service marks
are the property of their respective owners.
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Are You Ready?

Disaster can strike quickly and without warning. It can
force you to evacuate your neighborhood or confine you
to your home. What would you do if basic services — water,
gas, electricity or telephones — were cut off? Local
officials and relief workers will be on the scene after

a disaster, but they cannot reach everyone right away.

Families can — and do — cope with disaster by preparing in
advance and working together as a team. By following the
steps in this pull-out section, you can create your family’s

disaster plan. Knowing what to do is your best protection.

Are you ready?

kS " Amencan
2 Rod Cross




FLASH FLOOD HAZARDOUS MATERIAL TORNADO TERRORIST ATTACK

Four Steps to Safety

1. Find Out What Could Happen to You

¢ Contact your local Red Cross chapter or emergency management office
before a disaster occurs and ask what types of disasters are most likely

In your area. Request information on how to prepare for each type.

* | earn about your community's warning signals: what they sound like
and what you should do when you hear them.

{ ® Ask about animal care after a disaster. Animals are not allowed inside
Lo emergency shelters because of health regulations.
7

e Find out how to help elderiy or disabled persons, if needed.

* Find out about the disaster plans at your workplace, your children's
school or day care center and other places where your family
spends time.

2. Creaéte a D}isaster Plan

® Meet with your family and discuss why you need to prepare for disaster.
Discuss the types of disasters that are most likely to happen. Explain
what to do in each case. Plan how to take care of your pets.

® Pick two places to meet:
1. Right outside your home in case of a sudden emergency, like a fire.
2. Outside your neighborhood in case you can't return home.

* Ask an out-of-state friend to be your "family contact." After a disaster,
it's often easier to call long distance. Other family members should
call this person and tell them where they are.

HURRICANE FIRE EARTHQUAKE
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3. Complete .Thi:s ¢heck|ist

* Post emergency telephone numbers by phones. |

® Teach children how and when to call 9-1-1 or your local Emergency
Medical Services number for emergency help.

e Show each family member how and when to turn off the utilities
(water, gas and electricity) at the main switches.

e Check whether you have adequate insurance coverage.

* Get training from the fire department for each family member on how
to use fire extinguishers (ABC type) and show them where they are kept.

® |nstall smoke detectors on each level of your home, especially
near bedrooms.

e Conduct a home hazard hunt (see other side).

® Stock emergency supplies and assemble a disaster supplies kit.

® Take a Red Cross first aid and CPR class.

® Determine the best escape routes from your home. Find two ways
out of each room.

* Find the safe places in your home for each type of disaster.

4. Practice and Mjaintain Your P!anl
® Quiz your children every six months.
® Conduct fire and emergency evacuations.
* Replace stored water and stored food every six months.

® Test and recharge your fire extinguishers accordingzto
manufacturer's instructions.

® Test your smoke detectors monthly and change the batteries
at least twice a year.

N
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Emergency Supplies
-Keep enough supplies in your home to meet your needs for at least

three days. Assemble a disaster supplies kit with items you may need in
an evacuation. Store these supplies in sturdy, easy to carry containers

such as backpacks, duffel bags or covered trash containers.

Include:
e A three-day supply of water (one galion per person
per day) and food that won’t spoil.

e One change of clothing and footwear per person and one blanket or
sleeping bag per person.

e A first aid kit that inciudes your
family’s prescription medications.

* An extra set of car keys and a credit
card, cash or traveler’s checks.

e Sanitation supplies.

* Emergency tools including a battery-powered
radio, flashlight and plenty of extra batteries.

e Special items for infant, elderly or disabled
family members.

e An extra pair of glasses for each family member who wears them.
Keep important family documents in a waterproof container.
Keep a smaller kit in the trunk of your car.

HURRICANE EARTHQUAKE
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National Cémpaigns

The American Red Cross’ Together We Prepare campaign challenges
individuals to take five proactive steps to help make their families and
neighborhoods safer in the event of a disaster. The five steps are to
make a plan, build a kit, get trained, volunteer and give blood. For more
information, call the Red Cross’ toll-free national preparedness information
hotline 1-866-GET-INFO or visit www.redcross.org.

Ready.gov is a common sense framework designed to launch a process
of learning about citizen preparedness. One of the primary mandates

of the U.S. Department of Homeland Security is to educate the public
on a continuing basis about how to be prepared in case of a national

emergency. For the most current information and recommendations,

call 1-800-BE-READY for a free brochure or visit www.ready.gov.

Citizen Corps, a vital component of USA Freedom Corps launched by
President George W. Bush, provides opportunities for people to participate
in a range of measures to make their families, their homes and their
communities safer from the threats of crime, terrorism and disasters

of all kinds. It is coordinated nationally by the Federal Emergency
Management Agency. For more information, visit www.citizencorps.gov.

Here are some additional places to turn for more information:

* Federal Emergency Management Agency

www.fema.gov 1-800-480-2520
e Centers for Disease Control and Prevention
www.cdc.gov 1-800-311-3435

e National Weather Service
WWW.NwWs.noaa.gov

The American Red Cross name and emblem are used with its permission, which in
no way constitutes an endorsement, express or implied, of Grainger or its products. (D
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Emergency Ihformation
011

® Poison Control

e Doctor's Name/Telephone

e Hospital Emergency Room

e Veterinarian/Animal Hospital

e Other

Home Address

Home Telephone

Directions to Home

Emergency Contact #1

e Relationship

e Work or Home Address

e Telephone: home / work / cell

Emergency Contact #2

e Relationship

e Work or Home Address

e Telephone: home / work / cell

Additional Instructions:

HURRICANE FIRE

EARTHQUAKE

WINTER STORM
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In a disaster, ordinary

items tn the home can

cause ingury and damage.
Anything that can move,
Jalt, break or cause a fire
1S a potential hazard.
Inspect your home at
least once a year and

Jfix potential hazards.

Fill out, copy and distribute to all family members:

Family' Disaéte_r Plan

Emergency Meeting Place (outside your home)

e Phone (
e Address

Emergency Meeting Place (outside your neighborhood)

e Phone (
e Address

Emergency Contact
e Daytime Phone (
e Evening Phone (
e Cell Phone () 4

HURRICANE EARTHQUAKE WINTER STORM




W.W. GRAINGER, INC., AND SUBSIDIARIES

Marlkets for Registrant’s Common Equity

and Related Shareholder Matters

The Company’s common stock is traded on the New York
Stock Exchange and the Chicago Stock Exchange under the
ticker symbol GWW. The high and low sales prices for the
common stock and the dividends declared and paid for each
calendar quarter during 2002 and 2001 are shown below.

Prices

Quarters High Low | Dividends
2002

First $59.40 $46.60 $0.175
Second 59.00 47.09 0.180
Third 50.74 40.40 0.180
Fourth 55.20 39.20 0.180
Year $59.40 $33.20 $0.715
2001

First $39.78 $29.51 $0.170
Second 48.00 32.00 0.175
Third 45,25 36.86 0.175
Fourth 48.99 37.85 0.175
Year $48.99 $29.51 $0.695

The approximate number of shareholders of record of the
Company’s common stock as of March 3, 2003, was 1,550.

Forward-Looking Statements

Throughout this Annual Report to Shareholders are
forward-looking statements under the federal securities

laws. The forward-looking statements relate to the company's
expected future financial results and business plans,
strategies, and objectives and are not historical facts. They
are often identified by qualifiers such as “going forward,”

"o (1T}

“is transforming,” “will,” “plan,” “should,” "would,”

” o (LT (1T

“estimates,” “expects,” “target,

expressions. There are risks and uncertainties whose outcome

goal,” or similar

could cause the company's results to differ materially from
what is projected.

Factors that may affect forward-looking statements inciude
higher product costs or other expenses; a major loss of
customers; increased competitive pricing pressure on the
company's businesses; failure to develop or implement new
technologies or other business strategies; the outcome of
pending and future litigation and governmental proceedings;
changes in laws and regulations; facilities disruptions or
shutdowns; natural and other catastrophes; unanticipated
weather conditions; and other difficulties in achieving or
improving margins or financial performance.

Trends and projections could also be affected by general
industry and market conditions, gross domestic product
growth rates, general economic conditions, including interest
rate and currency rate fluctuations, global and other conflicts,
and other factors.
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